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Capital Gains Tax: Implications for the 
Firm’s Cost of Capital, Share Valuation 
and Investment Decision-Making 


Mike Dempsey* 


Abstract—The traditional ‘single-period’ equity valuation models assume that investors’ capital gains tax liabilities 
can be represented as occurring annually, independently of whether or not the share is actually sold. The assumption 
implies that investors sell their shares on an annual basis. The essential issue as to how capital gains tax might be 
expected to impact on the holding decisions of shareholders, along with the likely responses of their firms, is 
forestalled by these models. More realistic assumptions for the imposition of capital gains tax have only recently 
been presented in the literature. This paper, with resource to the implications of these contributions, seeks to model 
the Impact of capital gains tax in the functioning of equity markets, and, thereby, the impact of the tax on the 
equity financing and investment decisions of firms. The paper will predict that it is entirely possible that the level 
of capital gains taxation has only a limited impact on government revenue, while simultaneously having a disruptive 
impact on the workings of capital markets. We observe that high nominal levels of capital gains tax may work to 
increase the volatility of equity share ownership, destabilise share prices, and distort the viability of firms as on- 


going concerns. 


1. Introduction 


The traditional ‘single-period’ valuation models of 
finance rely on the assumption that investors’ cap- 
ital gains tax liabilities can be represented by an 
-‘annual-equivalent’ tax. Allowing that capital 
gains tax is liable only when the gain is realised on 
sale, the assumption is equivalent to the assump- 
tion that shareholders sell their shares on an an- 
nualised basis. When the level of capital gains tax 
is significantly lower than the level of dividend tax, 
the assumption is more easily justified. Under the 
UK tax imputation system, however, shareholders’ 
dividend tax liabilities have been significantly re- 
duced, and it can no longer be assumed that such 
taxes should continue to dominate capital gains 
taxes in determining the financial behaviour of 
shareholders and their firms. More recently, both 
Pointon (1996), in this journal, and Dempsey 
(1996) have modelled the implication of assuming, 
more realistically, that capital gains tax liabilities 


* The author is a lecturer at Griffith University, Australia. 
He would like to acknowledge the help, advice and assistance 
received from Rob Watson, John Pointon, Ken Peasneil, and 
two anonymous referees in the writing of this paper. Corre- 
spondence should be addressed to Mike Dempsey, School of 
Accounting and Finance, Griffith University, Gold Coast Cam- 
pus, PMB 50, Gold Coast Mail Queensland 9726, Australia. e- 
mail: M. Dempsey@bhm.gu.edu.au 


are applied when the gain is realised. That is to 
say, they allow that the duration of the share- 
holder’s investment period might be relevant .to 
shareholders’ expected income from holding the 
share. 

The above authors commence with models 
which value equity shares in terms of discounted 
income streams. However, whereas Dempsey of- 
fers a direct market valuation of equity in terms 
of the firm’s lifetime projection of dividends—ad- 
hering to the tradition of ‘efficient markets’—-Poin- 
ton considers an individual shareholder’s intrinsic 
valuation as a function of the income to that parti- 
cular shareholder. We are presented thereby with 
two intriguing perspectives. The purpose of the 
present paper is to show how the insights of these 
two contributions may be combined so as to model 
the mechanics of capital gains taxation as it is 
likely to impact on the firm’s cost of equity capital, 
its capital valuation and investment decision- 
making. We shall conclude that it is entirely 
possible that a level of capital gains taxation con- 
tributes only marginally to government revenue, 
while simultaneously having a disruptive impact 
on the workings of capital markets. 

The remaining sections of the paper are as fol- 
lows. In the following section, we present Demp- 
sey’s (1996) discounted dividends valuation model 
of equity ownership. Here, we consider the impli- 
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cations of the model for the valuation of equity, 
the cost of capital and the level of investment 
activity of the firm. We shall consider also the 
empirical evidence for the impact of capital gains 
tax in the stockmarket’s pricing of equity owner- 
ship. The section thereafter compares and con- 
trasts the implications of the Dempsey model with 
those of Pointon’s (1996) valuation model of eq- 
uity ownership. Here, we observe how the ap- 
proaches of both authors combine to provide a 
coherent framework of investigation. The final sec- 
tion summarises the main conclusions of the 
article. 


2. The Dempsey discounted dividends 
model: capital gains tax effects 


Dempsey presents the share’s ex-dividend price at 
the end of time 0, P,, as the discounted value of 
the firm’s future dividend stream ‘capitalised as 
equity’: 

Py 


(1 +R)! Ë (1 + R)“ ©) 


where: 

D,=the expected dividend for the period £, as- 
sumed to occur at the end of the period. 

q= the ratio of the change in the firm’s share 
price on going ex-dividend to the firm’s dividend 
D, That is, D,.q in equation 1 is the expected 
change in the firm’s share price at the end of 
period t when the firm makes a dividend, D.. 

R=the market’s expectation of growth for the 
firm’s share price over each period. 

P,,=the expected ex-dividend share price at the 
end of period N. 

N=the number of periods that the firm is ex- 
pected to survive. 

The ‘capitalisation’ q-factor is Tobin’s g-factor, 
which recognises that the ratio of market share 
value to replacement cost (dividends in this case) 
may not be unity. A feature of the above formula- 
tion as it stands is that it is independent of the 
particular choice of personal taxation system. The 
issue of whether the firm’s dividends D, should be 
expressed ‘gross’ or ‘net’ is also irrelevant since the 
dividends in the formulation appear capitalised as 
equity. With the assumption that all investors 
share ‘representative individual’ tax liabilities on 
dividends and capital gains, T, and T, respec- 
tively, the valuation model leads to three essential 
propositions relating to the cost of equity capital: 
1: Independent of an investor’s holding period, the 

firm’s required rate of return at the corporate 

level (post-corporate but before personal tax) 
on investments financed by retained earnings, 

R”, is identified as the discount factor, R, in 

the valuation model of equation 1. 
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2. The firm’s required rate of return at the cor- 
porate level (post-corporate but before personal 
tax) on investments financed by new. issues of ` 
shares, R", is identified as R/q. 

3. Independent of an investor’s holding period, the 
expectation of return on purchase of the firm’s 
shares on an after-personal tax basis, R,, is 
identified as R.(1~T,). 


The above propositions may therefore be sum- 
marised: R = R" = Rg = RJ(1-T). Propo- 
sitions 1 and 3 rely on Elton and Gruber’s (1970) 
determination of Tobin’s g-factor as 


q=(1- TM — T (2) 


Propositions | and 2 together are observed to be 
consistent with Auerbach’s (1979a, 1984) result re- 
lating the firm’s cost of retained earnings to the 
cost of new issues of capital; while proposition 3 
reproduces a result by Auerbach (1979b, p. 440). 
With the assumption of a constant dividend 
growth rate, g, the model of equation (1) may be 
expressed 


D,.q 
P], = 
o R-g 
which with proposition 3 and q as equation (2) 
reproduces the Haugen-Heins (1969) formula (as 


extended more recently by both O'Brien, 1991, and 
Pointon, 1996): 





_ D,.(1-T) 
P=- 
R- g. (1=:T) 


A number of observations may be made on the 
basis of equation (3). Firstly, it is clear that an 
increase in capital gains tax, T,, implies a direct 
tax on the firm’s capital growth, g. That is to say, 
a capital gains tax does not represent an alterna- 
tive to dividend tax, but rather is in addition. 
Thus, we may propose that the firm’s income is 
taxed at the ‘primary’ level by corporate tax, at 
the ‘secondary’ level when the after-corporate-tax 
income stream is distributed as dividends, and at 
a ‘tertiary’ level with the transfer of ownership of 
the remaining income stream (which remains liable 
to primary and secondary tax). 

Secondly, in terms of equation (3), we may ob- 
serve the case that in reaction to an increase in the 
capital gains tax rate, T,, both (i) the firm main- 
tains its investment policy—that is to say, it main- 
tains its projected dividend profile, D,, and (ii) its 
investors maintain their required rate of return on 
an after-personal tax basis on purchase of the 
firm’s shares, R, The equation predicts that the 
outcome must be a decrease in share price, as is 


(3) 


consistent with an increased claim by government 


on the share’s growth. Conversely, if the market 
value of share prices is maintained, the implication 
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is that investors must accept a lower expectation 
of after-personal tax return on purchase of shares. 

Equation (3) implies that when the projected 
growth rate for the firm’s dividends, g, is zero, the 
imposition of capital gains tax has no effect on the 
relationship between the firm’s market value, the 
expected dividend stream and shareholders’ after- 
personal tax expectation of return. Allowing that 
equity values and after-personal tax returns are 
unaffected, it is the case that government tax re- 
ceipts are also unaffected. 


Notwithstanding a zero projected growth rate 
for the firm, Dempsey’s propositions 1—3 imply 
that the rate of capital gains tax may yet have im- 
portant implications for the firm’s cost of equity 
capital, and, thereby, for the firm’s optimal in- 
vestment and dividend decisions. The implications 
turn effectively on whether the rate of tax on the 
firm’s cash distributions as dividends (T) is greater 
or less than the rate of tax on the same cash if 
incorporated as a capital gain (T), as summarised 
below. 


(i) T, < T, (the case of ‘trapped equity’) 


In the case that T, < Tp we have q < 1 (equa- 
tion (2)), and in line with Auerbach (1979a), the 
model implies that the opportunity cost to share- 
holders of £1 of the firm’s cash ‘trapped’ as a pro- 
spective dividend is £g. The intuition is that since 
a firm’s retentions ultimately represent deferred 
dividends, it is rational to capitalise eventual taxes 
on distributions in formulating valuations. The 
outcome as revealed by propositions 1-2 is that the 
firm is able to justify re-investment in itself at a 
rate of return (at the corporate level) which is less 
than that offered by new issues of equity in other 
expanding firms. 


(ii) T, = T, (the case of ‘tax neutrality’) 


In the case T, = T, we have q = 1 (equation 
(2). As revealed by propositions 1-2, ‘tax neutral- 
ity’ is achieved between the required rate of return 
on the firm’s retained earnings and the required 
rate of return on finance raised by new issues. 


(iit) T, > T; (the case of ‘dividend! 
liquidation preference’ ) 


In the case T, > Tp we have q > 1 (equation 
(2)). Now the argument Re = Rg (propositions 
1 and 2) implies that the firm’s required hurdle 
investment rate for retained earnings must exceed 
that on new issue of equity. Since the firm can 
always dispense its cash as dividends, followed by 
a new equity issue to recoup its cash needs, it fol- 
lows that the firm should seek to pay maximum 
dividends. It may even be the case that the 
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break-up value of the firm is made to exceed its 
on-going value. ` 

To see this, consider that a firm has assets that 
can be liquidated to provide its shareholders with, 
say, £10 per share in cash. Against this, suppose 
that the firm’s share price stands at £12, reflecting 
the fact that the firm’s cash flows have economic 
value over and above a break-up value. Now con- 
sider, for example, that the dividend tax rate is 
10%, and the capital gains tax is 50%. If the break- 
up cash is returned as a dividend, the shareholder 
receives £(10).(0.9)=£9.00, together with a tax 
credit against a zero-valued share of 
£(12).(0.50) = £6.00, implying a combined value of 
£15.00. Since this exceeds £12, an economically vi- 
able firm may be worth more when broken-down 
and sold off. 

In attempting to arrive at a realistic estimate of 
the ‘representative individual’ capital gains tax, T,, 
as it applies to UK firms, it must be recognised 
that the nominal and effective rates may diverge 
considerably. Zodrow (1993) notes that the ability 
to defer realisation of a capital gain, while realising 
losses, implies significant opportunities for avoid- 
ing the tax altogether. In this case, T, as it impacts 
on the firm’s capitalisation factor (equation (2)) is 
a ‘representative individual’ tax across such actual 
individual investors’ liabilities. 

Empirical evidence appears to support the view 
that in consequence, T, could be significantly 
lower than might be suggested on the basis of 
nominal marginal tax rates. For example, on the 
basis of statistical observation of share price 
changes around the ex-dividend day of firms, Da- 
vidson and Mallin (1989) and Crossland, Dempsey 
and Moizer (1991) deduced a mean value across 
UK companies of q (defined as the ratio of the 
change in the firm’s share price on-going ex-divi- 
dend to the. firm’s ‘net’ dividend) approximately 
equal to 1, which Crossland et al. argue is con- 
sistent with the prevailing tax brackets provided 
the effective capital gain component is allowed to 
be close to zero. 

Ashton (1991), on the basis of a consideration 
of the rate of imputation under the UK tax system, 
while ignoring tax-exempt shareholders, has also 
argued that q, as determined by equation (2), 
might be approximately equal to 1 (p. 471 and p. 
478). In these analyses, it is argued that tax ex- 
emptions on capital gains and the indexation of 
capital gains work to reduce investors’ effective tax . 
liability on capital gains. However, the impact of 
capital gains tax should not be taken to be neces- 
sarily insignificant. An interesting study that pro- 
vides indirect empirical evidence for the impact of 
capital gains tax on investment rates, is by Nadeau 
(1988), which models US data for 1934-80. Na- 
deau’s estimates indicate that the dividend payout 
rate is sensitive to the level of personal taxes on 
both dividends and capital gains. 
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We summarise our findings for this section 
based on Dempsey’s model with two observations. 
The first is that the ability of government to raise 
revenue from capital gains tax is restricted. If taxes 
are raised, non-growth shares are not directly af- 
fected, while growth shares may respond by trad- 
ing at reduced prices—which of itself delivers a 
wind-fall loss to current shareholders, thereby 
lowering their capital gains tax liability. 

The second observation is that the rate of cap- 
ital gains tax potentially impacts on Tobin’s cap- 
italisation factor, and hence on whether £1 of the 
firm’s cash resources is valued at greater or less 
than £1 in the market. In this case, the rate of 
capital gains tax impacts potentially on the oppor- 
tunity cost of the firm’s retained earnings, and, 
_ thereby, on the firm’s propensity to invest. In the 
following section, we subject the robustness of 
these observations to Pointon’s alternative 
perspective of the valuation process for equity 
shareholdings. 


3. Pointon’s discounted dividends model: 
capital gains tax effects 


Pointon’s model considers the firm’s share price 
from the perspective of individual investors. As for 
the Dempsey model, all investors share the same 
marginal tax rates, T, T.. The Pointon model, 
however, allows additionally for a capital gains tax 
relief, on the basis of which the investor may seek 
to determine an optimal holding period. Thus 
Pointon proposes a share’s ‘intrinsic’ ex-dividend 
value at the end of period 0, P,, as 


n: Dei) 
P= = 
f=] (1+ R) 
Po UT) 
morro Pete á 
where (1+ R) =e = 


R = investors’ expected rate of return on an af- 
ter-personal tax basis. 

n= the number of periods for which the investor 
intends to hold the share. 

t = defined so that the final term in equation 4, 
P,.t,’, is the net present value of the allowance 
against the imposition of capital gains tax, T., con- 
ceptually imposed on the full value of the share at 
sale, P,, as implied by the ‘middle’ term following 
the summation in equation (4). 

Pointon begins by assuming that the capital 
gains tax liability is applied to the difference be- 
tween the share’s selling price and the original pur- 
chase price, P,, which may be indexed for the rate 
of inflation (i). Taking the risk-free rate (r) as the 
appropriate discount rate for determining the pres- 
ent value of this allowance, Pointon therefore pres- 
ents P,.t? = PTQ + vii + ry. 

Generally, we might expect that the market re- 
quired risk-free rate will be greater than the pre- 
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vailing inflation rate, so that P,.t,7 < P,.7,. In the 
remainder of this section, therefore, we shall high- 
light the implications of the indexation allowance 


(and thereby the potential divergence of Pointon’s 


formulation from Dempsey’s) by assuming 
P,.t,=P,.T,. That is, we shall assume that the 
present value of the allowance against the imposi- 
tion of capital gains tax on the selling price (P) is 
the purchase price, P,. By a straightforward ma- 
nipulation, equation (4) may then be written 


= ` D, -TVU ~ T) _ P, _ 
52 RY Ry O 


which reproduces Dempsey’s ‘capitalised divi- 
dends’ model (with g as equation (2)) with the dis- 
count rate R,. Applying the equation inductively 
to P., the individual investor’s current valuation, 
P, is observed in this case to be independent of the 
number of periods, n, for which the share is to be 
held. With the assumption of a constant dividend 
growth rate, g, in perpetuity equation 5 is 
expressed alle T. 
D,. (1—Tp)/(1—T) 
P= 
RaT g 

which may be compared with equation (3). In this 
case, the tax relief clearly acts as a subsidy on eq- 
uity assets. Thus, if the firm reacts to an increase 
in capital gains tax, T,, by maintaining its invest- 
ment policy, and hence the projected dividend pro- 
file, D„ and investors maintain their after-personal 
tax expectation of return, R,, the predicted 
outcome is an increase in equity prices, which 
grants current shareholders a windfall gain. If, 
alternatively, share prices are maintained, inves- 
tors are offered an increased after-personal tax ex- 
pectation of return on purchase of equity. In terms 
of Pointon’s model, we now consider the firm’s in- 
vestment criteria from the perspective of an indivi- 
dual investor who, as in the previous section, has 
an expectation of after-personal tax return, R,. We 
shall, following Gordon (1959), assume here that: 
the firm has the potential to grow by re-investing 
a constant proportion, b, of its earnings (Ë) each 
year, which then earns an annual expected rate of 
return, r, in perpetuity. In this case the firm is able 
to sustain an annual dividend growth rate, g, equal 
to the product of r and b (for example, Lumby, 
1994: 400). We may therefore write equation (6) as 


(6) 


FE,.(1—b).(1— Ty(1I— T.) 
_ 1 g 
Po R, —b.r D 


where E, represents the firm’s earnings for distri- 
bution at the end of period 1. When r = R,, the 
above equation may be expressed 
E U- TVU -T9 
P= 


R, 
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revealing that the individual’s intrinsic valuation is 
in this case independent of the firm’s re-investment 
ratio, b. Thus we observe from equation (7) that 
provided r > R,, the valuation is increased with 
re-investment of earnings in preference to imme- 


diate dividends. Conversely, when r< R„ the val- 


uation is decreased with re-investment of earnings 
in preference to dividends. An investor’s required 
rate of return at the corporate level on the firm’s 
earnings, Rr, is therefore equal to R, 

If a firm chooses to fund an investment by rais- 
ing new equity, and the issue is made at a zero 
discount, new investors in the firm are granted eq- 
uity ownership valued at the funds, F, which they 
provide. The firm’s current investors, in order that 
the valuation of their own equity ownership is not 
diminished, will therefore require that the addi- 
tional market valuation, AP, contingent on the in- 
vestment should at least equal the funds, F, pro- 
vided. If the investment provides an expected rate 
of return, r, in perpetuity, the additional market 
valuation AP, is determined by equation (6) as 


AP =F.r. (1—TW(1—T, VR, 


The firm’s current investors therefore require 
F.r.(1~-T X-T )/R,> F, which is to say: 


r>R,.(1-T,V-T) 


That is, the current investors’ required rate of re- 
turn at the corporate level on investments financed 
by new issues of shares, R”, is determined as 


R,.(1—- T3/(1— T) 


We can summarise the above observations as 
Re = Re (1-T)/U-T,) = R; or allowing q = 
(1-7, WU1-T,), as 

R" = R" q =R, (8) 


In contrast, Dempsey’s propositions 1—3 have been 
summarised above as 


R“= R" q =RM1-T,) 


We can observe that both sets of relationships 
offer an identical relationship between the firm's 
required rate of return on re-investment of earn- 
ings, R“, and on new issues of equity, R", as Rr 
= Rg. For a given after-personal tax rate of 
return, R,, however, equations (8) predict a lower 
cost of equity capital at the firm level. This may 
be interpreted as a consequence of the ‘favourable’ 
capital gains tax relief implied by t“=T, in the 
development of Pointon’s equation (4), as against 
a zero index-linked relief in Dempsey’s model. In 
this case we are able to combine a Sad s and 
Pointon’s relationships as 


R,< R= R” q <R J(I— T) 
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5. Conclusions 


Drawing on the insights of the Dempsey (1996) 
and Pointon (1996) models, the present article has 
attempted to model the impact of capital gains 
taxation in the functioning of capital markets. 
Both the Dempsey and Pointon models allow that 
the capital gains tax is applied when the share’s 
disposal value is realised, and that the tax is sym- 
metrical, implying that a capital loss leads to a tax 
credit. This ‘symmetrical’ nature of capital gains 
tax suggests that notwithstanding high nominal 
values, investors’ effective rate of capital gains tax 
may in fact be quite low. 

The empirical evidence considered for UK 
stocks has supported this view. As a result, it is 
possible that the tax levy provides only a weak 
impetus to government tax revenues. Indeed, if as 
considered above, the tax is applied allowing a tax 
credit equal to the purchase price indexed at the 
risk-free rate, the framework suggests that the tax 
may act as a subsidy on equity prices. Here, the 
analysis is observed to be consistent with O’Brien 
(1991) who, assuming only that the allowance 
against the imposition of capital gains tax on the 
disposal value of the asset is the current price with 
zero indexation, also concludes that it is possible 
for an increase in the capital gain tax rate to lead 
to higher asset values. 

Since Auerbach (1979a), ‘tax neutrality’ has 
generally been taken to imply that investors’ div- 
idend and capital gains tax rates should be about 
equal. The argument in favour of tax neutrality 
has generally been that a more efficient allocation 
of financial capital is likely to be achieved when 
the firm does not enjoy a preferential or uncom- 
petitive rate when it re-invests in itself. This con- 
cept undoubtedly influenced the thinking of the 
UK government when it mtroduced the imputa- 
tion tax system in 1973 (Chancellor Barber in his 
March 1971 budget speech had introduced plans 
aimed at ending ‘the substantial discrimination in 
favour of retained as opposed to distributed prof- 
its’ by adopting a new system of corporation tax 
which would impute corporate tax payments to 
shareholders'). 

As a function of the prevailing taxation system, 
this paper has presented in some detail the theo- 
retical relationship between the rate at which the 
firm is encouraged to re-invest in itself (R™) and 
the firm’s required rate of return on new equity 
issues (R™"), As a result, the relationship R" = 
R.g, with q = (1-T,/(1-T,) has been sustained 
on the basis of two contrasting approaches to the 
valuation of equity ownership. On the basis of the 
insights afforded by both approaches, the relation- 
ships between the hurdle rates for investments fi- 


! See Dempsey (1998) for a development of these arguments 
presented more specifically in terms of dividend taxation. 
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nanced by the firm’s retentions (Rr), investments 
financed by new equity issues (R"") and investors’ 
after-personal tax rate of return (R) have been 
summarised as 


where we have noted that investors’ effective rates 
of capital gains tax may be considerably less than 
their nominal ones. 

The article predicts that high rates of capital 
gains tax are likely to encourage investors to en- 
gage in influencing their firms’ investments and 
dividend decisions on the basis of their tax posi- 
tions. Thus we have predicted that institutions 
whose g-factor is greater than one may well prefer 
maximum dividends from their shareholdings ir- 
respective of a ‘drip-drip’ effect on the firm’s in- 
vestment opportunities. There could even be an in- 
centive to liquidate economically viable firms in 
order to maximise the capital tax credits. Even if 
a capitalisation g-factor close to one is achieved 
on average across heterogeneous tax brackets, in- 
stitutions whose individual g-factor diverges 
significantly from one are likely to wish to time 
their purchasing and selling decisions on the basis 
of tax considerations, and may even engage in div- 
idend stripping—purchasing shares for immediate 
dividends before selling them shortly after the ex- 
dividend date. 

In addition to these factors, Pointon’s paper de- 
termines that if the level of capital gains tax, T,, 
is greater than zero, and (1 + R (1 + g) > (1 + 
rV(1 + p, increasing the number of shareholding 
periods may work to decrease the shares’ ‘intrinsic’ 
value from the perspective of an individual inves- 
tor, so that shares might then be held rationally 
for a single period only. Thus the present paper 
warns that it is entirely possible that the level of 
capital gains taxation may have only a limited im- 
pact on Government revenue, while having a dis- 
ruptive impact on the workings of capital markets. 
That is, the tax would be disruptive in the sense 
that investors’ investment activities with regard to 
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their equity holdings are directed not at the un- 
derlying economic prospects of firms, but at the 
manipulation of the tax advantages allowed. 
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Accounting, Remuneration and Employee 
Motivation in the New Organisation 
Mahmoud Ezzamel and Hugh Willmott* 


Abstract—The paper draws upon two detailed case studies of global manufacturing companies to examine the role 
of accounting in redesigned remuneration systems which are emerging as organisations delayer their structures, 
change their production methods and move to team-based systems of work and reward. In this way, changes in 
the content and application of accounting measures are framed within new approaches to rewarding and motivating 
employees that have been stimulated by efforts to develop alternative, ‘leaner’ manufacturing practices. The focus 
is principally upon the remuneration of shopfloor employees, but we also consider the implications of team-based 
reward systems for managerial staff. We argue that despite the recent complementing of financial with non-financial 
forms of reward (e.g. skill acquisition, improvements to health and safety), and an emphasis upon peer pressure 
from team members in addition to individual incentives as a source of motivation, the language and calculations 
of accounting remain central and pervasive in developing, justifying and mobilising support for the new reward 


system. 


1. Introduction 


Accounting researchers have increasingly been 
concerned to locate the development of accounting 
practice within wider management and organisa- 
tional contexts. Changes in management practice 
are deemed relevant to understanding changes in 
the design and use of accounting systems. Re- 
cently, researchers (e.g. Drucker, 1988; Coulson- 
Thomas and Brown, 1989; Kanter, 1990; Ezzamel 
et al., 1995) have pointed to a number of signifi- 
cant changes in management practice precipitated 
by inter alia the globalisation of competition, the 
deregulation of public utilities, the significant in- 
novations in production and information technol- 
ogies, and the expansion and increased efficiency 
of capital markets. These shifts, it has been argued, 
have promoted a number of changes in manage- 
ment practice, including: G) downsizing as the 
number of employees is significantly reduced; (ii) 
delayering the organisational hierarchy; (iii) mul- 
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tiskilling the labour force; (iv) shifting work prac- 
tices towards teamwork; and (v) introducing em- 
ployee empowerment programmes. 

Accounting research that has paid attention to 
these changes has two clearly identifiable strands. 
The first has been concerned to document shifts in 
accounting practice that are deemed congruent 
with the needs of contemporary organisations (e.g. 
Innes and Mitchel, 1989; Coates and Longden, 
1989; Bromwich and Bhimani, 1994). The second 
strand has taken a more critical stance as it has 
sought to contextualise and problematise any ob- 
served ‘new’ accounting practices (e.g. Miller and 
O'Leary, 1993). 

One of the key issues identified, but not pursued, 
by both strands is the emergence of new reward 
structures. The intention of this paper is to con- 
tribute to the second of these strands by focusing 
upon the comparatively neglected area of em- 
ployee remuneration. In doing so, we locate efforts 
to devise new systems of motivation and remuner- 
ation in the context of initiatives designed to 
increase work flexibility and teamworking. 

Academic interest in the area of employee re- 
muneration spans many disciplines including eco- 
nomics, finance, psychology, HRM and account- 
ing (see Gomez-Mejia, 1994). As our empirical 
material will demonstrate, the traditional mone- 
tary focus in shopfloor remuneration schemes is 
increasingly being de-emphasised in comparison to 
non-financial elements (e.g. training, health and 
safety and the prospect of greater job security). A 
greater appreciation of these emerging reward sys- 
tems (with their financial and non-financial ele- 
ments) calls for an inter-disciplinary examination. 
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While this paper focuses upon accounting issues in 
the broadest sense, it draws upon diverse litera- 
tures in order to enrich our understanding of the 
complexities of employee remuneration and 
motivation. 

The paper explores a number of interrelated is- 
sues: (i) how accounting language and measure- 
ments are rhetorically deployed by management to 
discredit old production and reward systems and 
create the space for alternative systems in which 
greater flexibility and teamworking is expected; (ii) 
the extent to which accounting as a calculative 
technology is involved in the design and imple- 
mentation of new reward structures; and (in) the 
kind of non-accounting initiatives or schemes, if 
any, that are being developed by management to 
buttress accounting-based reward systems. 

The empirical material used in this paper is 
drawn from company documents and intensive 
field studies in six UK manufacturing companies. 
More than 110 semi-structured interviews held 
with senior and middle managers were conducted 
over the period 1993-1995, each lasting on average 
one and a half hours. In the following analysis, we 
focus primarily upon two of the six case studies. 
The choice of these two case studies is deliberate 
for two reasons. First, in both cases we gained 
exceptionally good access and were able to engage 
in very intensive interviewing of staff; we also re- 
turned to each site on a number of occasions and 
interviewed a small selection of managers (two or 
three in each company) more than once, and this 
enabled us to document contemporary accounts of 
unfolding organisational dynamics. Second, the 
two cases are fairly large companies with enough 
sub-units that exhibited some variations but also 
similarities in their practices. 

By focusing on two intensive case studies we 
seek to improve upon previous research which has 
not explored fully the details and dynamics of re- 
muneration schemes, or related them to the spe- 
cific contexts of the changing organisation of 
work. In the first case study, we focus pre- 
dominantly upon the remuneration of shopfloor 
workers (as the interview material suggests that 
performance-related pay schemes were developed 
exclusively for shopfloor operators). In the second 
case study, we extend this to consider the position 
of supervisory and middle managerial staff. 

In the next section we provide an overview of 
recent accounts of change in management practice 
and explore the link between accounting and 
reward structures in organisations. This is fol- 
lowed by a presentation of the findings from our 
two case studies, where we show how emerging 
forms of employee remuneration and motivation 
are inextricably embedded in the context of chang- 
ing management practices. We then discuss the 
wider implications of our evidence, exploring why 
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and how accounting is implicated in that process, 
before drawing together our main conclusions. 


2. Employee remuneration in the ‘new’ 
organisation: an overview 


This section provides an overview of the recent ac- 
counts of changes in management practice. Having 
sketched the broader management context in 
which emerging remuneration schemes are situ- 
ated, we offer a brief discussion of the link between 
accounting and remuneration schemes in order to 
provide a basis for comparison with our findings. 


2.1. The changing context of management practice 

The changes reported to have taken place in the 
UK corporate sector include a squeeze on profits 
caused by intensive local and global competition, 
an increase In customer orientation under the ban- 
ner of total quality management (TQM), and 
moves from a functional to a more process-based 
logic of organisation commended inter alia by 
business process re-engineering (BPR). Such 
changes, commentators have argued (e.g. Coulson- 
Thomas and Brown, 1989; Watson, 1994), have 
prompted many companies to redesign their 
strategies, structures and processes in order to: (i) 
reduce the labour force to make companies leaner 
and fitter; (11) delayer over-burdened structures in 
the quest for simpler and faster information flow; 
(üi) promote teamwork practices and employee 
empowerment in order to manage interdependence 
in new work technology and to release individual 
initiative; and (iv) emphasise accountability to se- 
cure the attainment of corporate mission. 

Teamworking has been widely commended as a 
means of encouraging employees to assume 
responsibility for identifying and solving problems 
of poor communication, inappropriate coordina- 
tion, low motivation and slow responsiveness (e.g. 
Drucker, 1988; Hammer and Champy, 1992). The 
dynamics of teamworking are presumed to create 
strong peer pressure which mitigates the pursuit of 
selfish, recalcitrant interests. Frequently, such ini- 
tiatives are presented as a means of employee ‘em- 
powerment’ not only by ‘gurus’ (e.g. Hammer and 
Champy, 1992; Peters, 1992) but also by practising 
managers (Watson, 1994). 

However, the cooperation (active involvement 
and commitment of employees) is a necessary con- 
dition as well as a desired outcome of teamwork- 
ing (Ezzamel and Willmott, 1998). Empowerment 
through teamworking can be impeded or sub- 
verted by top down pressures associated with, for 
example: (i) the introduction of tighter physical 
control procedures; (ii) the development of more 
extensive standard operating procedures; (iii) a 
greater investment in accounting and management 
information systems; and (iv) a greater emphasis 
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on short-termism (Ezzamel et al. 1997). Managers 
are undoubtedly attracted to the idea of a self-dis- 
ciplined workforce that cooperates ‘automatically’ 
without the cost associated with detailed control. 

But at the same time, managers are often anx- 
ious about letting go of their supervisory function. 
This is not just because the very existence and pre- 
rogative of managers depends, in part, upon hav- 
ing recalcitrant employees who will work produc- 
tively only if supervised by others but, more 
fundamentally, because if left to their own devices, 
there can be no guarantee that employees will en- 
dorse and pursue the priorities established by 
managers. 


2.2. Accounting and remuneration 

Numerous researchers have identified account- 
ing as a means of promoting human accountability 
by linking performance to rewards (e.g. Demski, 
1972; Itami, 1975; Loeb and Magat, 1978; Mer- 
chant, 1987). In this literature, the received wis- 
dom is rooted in a framework which operates at 
the level of the individual: performance measures 
are presumed to quantify the achievements of each 
individual, to compare actual results against tar- 
gets, and to determine the requisite rewards or 
sanctions. Accounting is presented as a neutral set 
of techniques and practices that are deployed 
objectively to quantify human performance and 
then to determine the attendant rewards/sanctions. 

By quantifying performance and by applying the 
reward metric to levels of performance, accounting 
is perceived to minimise judgement and deperson- 
alise the appraisal process, thereby denying or sup- 
pressing potential conflicts over the allocation of 
resources as it conveys the seemingly objective, 
quantitative and externally verifiable nature of its 
calculation (Townley, 1993). Through this sort of 
exercise, accounting can constitute and promul- 
gate a metaphor of a numerical view of reality 
(Morgan, 1988) that seemingly transcends the 
appraisal and reward process. 

As Miller (1992) has noted, the adoption of ac- 
counting can transform the management of an or- 
ganisation into a complex of incessant calcula- 
tions. By providing the means through which 
human performance can be assessed, accounting 
promotes a dual action upon the individual as 
he/she can be both the object of differentiated ac- 
counting measures and a potential relay for them: 


‘As object, calculations from a central point 
can be made of workers, managers, doctors, 
or teachers in attempts to assess their 
performance in relation to a specified stan- 
dard. And as relay, as point of intersection 
of different forces, individuals can be en- 
couraged or required to evaluate their own 
activities and those of others through the cal- 
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culative routines of accountancy’ (Miller, 
1992: 67). 


The ability of accounting to convert human 
performance into a set of calculations helps make 
individual performance more visible. Such 
visibility makes it easier to compare and contrast 
the performance of one individual against that of 
another or against a predetermined target. 
Visibility also makes it possible for managers to 
assign sanctions and rewards to specific individu- 
als in the form of basic and bonus payments. By 
targeting rewards to individuals or groups who 
‘most deserve them’, performance related pay 
(PRP), for example, becomes a mechanism for ex- 
ercising greater financial control, as it is identified 
as a way of securing better ‘value-for-money’ than 
insensitive, inflexible increases based on the cost of 
living or some other non-performance related 
measure (Kessler and Purcell, 1992). By linking up 
with economic notions of efficiency and economy, 
accounting is able to map its own terminology 
upon that of the economic in a manner that en- 
dows its own language with the aura of objectivity 
and rationality (Knights and Collinson, 1987). 

However, reward systems are inherently 
problematical, not least because of the difficulty of 
anticipating and avoiding their unintended conse- 
quences, including consequences which flow from 
attributing an aura of objectivity to them. As 
Baker et al. (1988: 597) have observed, the reason 
why PRP systems are not more extensively used in 
practice is: 


‘Not that they are ineffective but rather that 
they are too effective: strong pay-for- 
performance motivates people to do exactly 
what they are told to do. Large monetary 
incentives generate unintended and some- 
times counter-productive results because it is 
difficult to adequately specify exactly what 
people should do and therefore how their 
performance should be measured. Moreover, 
merit pay systems encourage employees to 
spend effort lobbying about both the specifi- 
cation and application of the system to 
measure and evaluate output.’ 


Performance measures (upon which reward may 
be based) provide the opportunity for employees 
to ‘game the system’ by emphasising actual, rather 
than intended, and short-term, rather than long- 
term, performance. Moreover, once these meas- 
ures are in place employees may become resistant 
to changing them for fear of altering their rewards, 
and hence they may suppress information on the 
production process and ‘smooth out’ periodic 
performance. Thus, employees may know or sus- 
pect from experience that supervisors have their 
‘own’ agendas and associated problems to solve 
even if they do not have personal axes to grind. 
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Conversely, managers may not trust employees on 
the grounds that the latter may, more or less in- 
tentionally, subvert the operation of ‘objective’ or 
quantitative remuneration systems by disregarding 
and devaluing activities that are not rendered vis- 
ible by accounting measures (Baker et al. 1988: 
599). 

There is now increased recognition that the as- 
sessment of performance upon which financial- 
based rewards are based can be inherently subjec- 
tive and unhelpful in developing the skills of the 
appraised (Grint, 1992; Townley, 1993). The intro- 
duction of a formal appraisal process renders more 
explicit, and therefore more vulnerable to criticism 
and dissent, what is otherwise comparatively veiled 
and ambiguous. When the attributes of a parti- 
cular reward scheme become clear, and hence open 
to attack, the accounting language can be used, 
both by accountants and non-accountants, in the 
rite to discredit the old and pave the way for the 
new scheme (Quaid, 1993). 

Thus, potent accounting terminology such as 
‘costs’ and ‘benefits’ can be deployed to present an 
old reward system as being economically unsound 
in the process of articulating a case that renders 
the development of an alternative system a neces- 
sity. Similarly, the same terminology can be ap- 
plied to promote a particular reward system in 
preference to alternatives. Through the language 
of accounting, reward schemes shape the meaning 
of success and failure. As this occurs, the language 
of accounting is understood to construct, not 
reflect, levels of performance. Accounting is seen 
to objectify the very characteristics of performance 
which it is assumed to be measuring: ‘appraisal 
systems, then, do not so much discover the skills 
of those appraised as create them’ (Grint, 1992: 
69), emphasis in original. 

This problematisation of the role of accounting 
in the quantification and remuneration of human 
performance has been given a twist by the emerg- 
ing, ‘new form of organisation. As modern work 
technology is increasingly being organised around 
teamwork, an interesting challenge is how can in- 
dividuals be appraised and motivated to work in 
the interest of the group? Such a question may be 
seen to represent one of the main aspirations of 
both accounting system designers and managers 
who are interested in deriving benefits from the 
flexibility and dynamism of teamworking whilst 
continuing to ensure that each employee is guided 
and rewarded by corporate objectives and 
disciplines. 

As will be demonstrated later, such aspirations 
offer considerable scope for rethinking the 
relationship between accounting and remunera- 
tion. In our empirical analysis we view accounting 
in a broad sense to embrace a wide range of quan- 
titative measures, including those which measure 
output. We refer to accounting as a particular kind 
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of language rather than restrict its meaning to spe- 
cific textbook techniques. In the next section we 
provide contextualised accounts of reward 
schemes from our field work. 


i 


3. Empirical evidence from two case 
studies 

The details of the two in-depth case studies, Heavy 
Metal and StitchCo, help us to examine the 
development of reward structures within the wider 


context of other changes, in particular teamwork- 
ing, empowerment and accountability. 


3.1. Heavy Metal 

Established in the early 1930s, Heavy Metal 
grew steadily, both through acquisitions and in- 
ternal expansion, to become a global manufacturer 
with its turnover increasing by 700-fold 60 years 
later. In the late 1980s, there was a major restruc- 
turing of Group ownership with a foreign com- 
pany acquiring 60% of the shares and the remain- 
der being held by one major UK company. The 
Group’s products have strong brand names and 
serve three markets (industrial, agricultural and 
domestic), being sold in the main to conglomerates 
and other companies, stockists and merchants. 

The UK operation recently embarked on a num- 
ber of significant changes culminating in the sale 
of tengential subsidiaries, a much reduced work- 
force, a flatter hierarchy, and a new production 
technology. The company also introduced new in- 
itiatives, in particular, teamworking, total quality 
management (TQM) and ‘investment in people’. 
The manufacturing strategy has been to concen- 
trate on a much reduced range of high added-value 
products supported by major investments in plant 
and machinery intended to secure the company’s 
future as a world class manufacturer dealing in 
these markets. It has been ear-marked as the lead- 
ing ‘test’ site for innovations in production meth- 
ods and HRM by the parent group. The plants 
operate with high speed technology using statisti- 
cal process control and plant layout designed to 
improve product flow and reduce material 
handling. 


The old reward scheme 

Until a few years ago, Heavy Metal used a 
scheme which, for shopfloor employees, consisted 
of a fixed part (67% of average wages) and a vari- 
able bonus part based on the production level at- 
tained by each operator. The pay structure was, 
according to the manufacturing director, ‘widget 
per unit driven’ and each production manager was 
entrusted to arrange the flow of production activi- 
ties so that each operator could achieve high 
productivity rates: 
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‘Managers and supervisors were saying: 
“Well, Pve got to keep producing this be- 
cause it’s paying Fred a lot of money and if 
I don’t, Fred’s going to play up” (manage- 
ment control systems coordinator). 


_ Manufacturing was thus perceived to have been 

directly driven by machine efficiency and employee 
demand to maximise wages by raising output. This 
behaviour was legitimised and given meaning by 
the bonus system that rewarded higher volume; the 
bonus was ‘levered’ so that the more the operator 
produced the higher was the bonus per unit: “We 
put these highly geared schemes in to increase the 
incentive element’ (management control systems 
coordinator). A numerical view of reality was con- 
structed in which maximisation of production vol- 
ume was expressly translated into lucrative finan- 
cial rewards for machine operators. However, our 
interviewees presented this ‘old’ reward scheme as 
a system riddled with serious problems: 


“There were traditional battles over indivi- 
dual schemes and individual payments and 
this was on-going’ (works director). 


According to the finance director, the bonus 
system fostered a perverse situation where opera- 
tors ‘worked to their level of their piece rate or 
bonus system as they wanted, not as the business 
needed’. This view was echoed by many interview- 
ees. For example, the production coordinator 
suggested: 


“We’ve looked for the stuff to put on whether 
it’s wanted or not and we've just seen it and 
as long as we’ve kept our machine running 
and we’ve got our bonus the box is ticked. I 
don’t give a sod what they're gonna do to it 
in the next stage. I’ve got my money.’ 


In other words, operators’ effort was not geared 
to the production of added-value. The lack of a 
system for coordinating production and sales 
activities also meant that the push for maximum 
production resulted in the accumulation of very 
high levels of unsold stock. Not only were sub- 
stantial resources tied up in stocks, but some of it 
also became defective, rusting away during long 
periods of storage. Product was being generated 
and good bonuses were being earned at the point 
of production but the value produced by employ- 
ees remained a potential, unrealised through 
exchange in the marketplace. 

A degree of slack and waste could be accom- 
modated during the boom times of the mid-1980s 
but, as order books shortened, emphasis shifted to 
improving return on capital from a reduced out- 
put. Accounting-based arguments (e.g. the high 
cost of quality rejects, low return on capital caused 
by high investment in stocks and high levels of 
stock spoils, etc) were deployed to discredit the old 
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PRP scheme and simultaneously pave the way for 
a new scheme. The old system was presented, 
through accounting language, as making little ec- 
onomic sense: it was construed to lead to high re- 
ject rates and low profitability. 

Much of the discourse on performance measure- 
ment and evaluation under the old reward system 
was infused with a particular kind of accounting- 
based measurement which emphasised production 
(rather than the added-value of productive 
activity); as one manager noted: 


‘We will be measured on the performance of 
manufacturing. If you look at it at the mo- 
ment the figures don’t look all that good be- 
cause, if you stop a machine, as far as the 
management accountant is concerned, you 
have still got the overheads and you have 
still got all the labour rates and everything 
else. So the price per ton which is what we 
are being measured on looks bloody awful 
quite honestly.’ 


As the old system was discredited, the necessity 
of an alternative system that would check waste 
and improve profitability was simultaneously 
made transparent. Such a system, it was conjec- 
tured, would also necessitate a reassertion of 
management control that was perceived to have 
been lost to the shopfloor under the old system 
which was deemed to be responsible for the high 
levels of unsold stock and reject product. 


‘The [shopfloor] started controlling things. 
People weren’t worried about the fact that 
(the product) was coming out in the wrong 
size because they diverted it through another 
machine which drew it down further and 
they sold it somewhere else and you have this 
huge material flow with no real control in it’ 
(managing director). 


The new reward scheme 

At the time of our interviews a new remunera- 
tion system for shopfloor workers had just been 
introduced. At an embryonic stage, and in the pro- 
cess of further refinement and elaboration, it was 
a banding system geared to the rewarding of teams 
(in alignment with a recent change in production 
technology in which machines were grouped into 
product-focused cells) rather than individuals, as 
under the old system. Each team was initially 
placed in one of five skill bands, and the team 
performance measured over a period of 13 weeks 
at a time. The new system was commended to em- 
ployees as one that smoothed out short-term in- 
come fluctuations associated with the old scheme. 
Under the new band system, employees seemingly 
have: 
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‘got used to receiving the same amount of 
money on a weekly basis instead of every 
week being different. But at the same time 
you still have the productivity element that 
goes with that, it still relies on an incentive 
scheme, so their performance during that 13 
weeks sets up the performance payment for 
the next 13 weeks’ (works director). 


The new scheme was also commended for being 
more in line with business objectives: 


‘The new system is much more focused 
towards what the business needs’ (finance 
director). 


One manager suggested that the new scheme has 
contributed to ‘reducing stocks, giving better cus- 
tomer service and providing the information so 
that sales can go out there and sell what manufac- 
turing can make’. 

According to the finance director, production 
quotas were now disaggregated, cascading through 
the various hierarchical levels so that the targets 
for one level ‘dovetailed’ into those of the level 
above and took into account whether or not the 
company has secured sales orders for the output. 
The drawing up of production quotas involved the 
collaboration of production engineers and ac- 
countants; the relevant figures were fed into the 
overall budget system developed in the finance 
function. This involved a significant change from 
a production-dominated culture to one that, as our 
interviewees put it, now produced to customer or- 
ders, and thereby reduced the loss association with 
over-production and the deterioration of stock: 
‘Each operator, once he reaches his target, says 
“Well I’ve finished all what's on my schedule. Stop 
the machine” ’ (production coordinator). 

Accounting calculations, both financial and 
quantitative, were mobilised at Heavy Metal to 
achieve and smooth the shift from the production- 
dominated culture to the newly espoused cus- 
tomer-focus. As production quotas were translated 
into team targets, the level of expected financial 
reward for members of the team became condi- 
tional upon attained levels of performance. Team 
performance was periodically measured and as- 
sessed and then inscribed in accounting reports. 
Levels of performance attained were subsequently 
compared against team production targets (both in 
terms of quantity and quality) and deviations from 
targets highlighted. Levels of stock were measured 
and reported regularly, and any reworked scrap 
was recorded. Operators’ performance was moni- 
tored twice a shift: 


‘Part of the discipline is that the foreman has 
to go around twice a shift in most areas and 
go and check each machine, each operator in 
terms of output and at that point you pick 
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up whether the person is on schedule or be- 
hind schedule or ahead of schedule in terms 
of what is required from that machine on 
that day, and equally takes them to the point 
if there is a problem when the foreman has 
to get something done about that problem’ 
(works director). 


The new reward scheme was thus introduced 
simultaneously with a new management control 
system through which supervisors oversaw the op- 
erators strict adherence to predetermined produc- 
tion schedules. Ultimately, all these calculations 
were fed into the reward formula to determine the 
skill band, and consequently the financial reward, 
for the team’. This became the new numerical re- 
ality that operators in teams were expected, or 
urged, to accept if not enthusiastically embrace. 


Investing in people, empowerment and control 

Those who we interviewed at Heavy. Metal 
noted that the hierarchy of the company had be- 
come significantly flatter, and therefore that re- 
wards for most employees could no longer be pri- 
marily based on promotion. For example, the 
group finance director claimed that while ‘money 
is the nice one’, rewards are not exclusively in the 
form of money, and employees should make them- 
selves more flexible and able to do different things 
so that they derive greater satisfaction from the 
acquisition of more skills. He pointed to how the 
scope of his own job had expanded recently, re- 
sulting in him taking over responsibility for two 
new areas with apparently no increase in his finan- 
cial remuneration. 

This broadening of job responsibilities was rep- 
resented not so much as an intensification of la- 
bour as a motivating device in its own right: ‘I’ve 
probably now got a job that someone coming into 


l It is worth noting that under the band system, teams down- 
graded to a lower band encountered a negative effect on their 
wages for a period of 13 weeks. However, in the event of de- 
teriorating performance, there were likely to be mitigating cir- 
cumstances which reduced the risk of reductions in income. In 
commenting on teams who fall down to lower bands, the works 
director said that ‘there are some good reasons why people are ` 
falling down’. He then went on to suggest that, for example, 
when scrap material is reworked, rather than being put in a 
scrap pile, individual earnings are not affected because ‘we have 
made savings elsewhere’. Even though the scheme was pre- 
sented as being well defined and fairly objective, there was still 
considerable scope for the exercise of managerial discretion: ‘If 
they [the team] look as though they are going down [a band], 
they are interviewed by the manager to find out why and the 
manager has the discretion whether to move them or not’ 
(management control systems coordinator). While the oppor- 
tunity to make judgements generates uncertainty and invites 
bargaining, it also makes possible the exercise of managerial 
prerogative and, where deemed to be justifiable, morale can be 
maintained if not boosted by accepting that circumstances be- 
yond the control of the team have adversely affected their 
performance. 
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it as I did four years ago couldn't do....I think 
that's the way you continue to have a challenge 
and fulfilment.’ He may eventually reap his re- 
wards by gaining promotion within the company, 
if not by using his experience to obtain a lucrative 
position elsewhere. It is less easy to understand 
how shopfloor employees, given their signficantly 
restricted job mobility, are to derive an equivalent 
material or symbolic benefit from increasing their 
workload. 

When discussing the motivation and retention 
of staff, managers emphasised the importance of 
the company’s commitment to the ‘Investors in 
People’ initiative. In this initiative, the coopera- 
tion, effort and loyalty of staff is sought by em- 
phasising the company’s commitment to training 
and health and safety*. Coincident with the 
changes in production technology and the new re- 
muneration system, managers indicated that the 
company had embarked on an extensive training 
programme at all levels: 


‘I think we have actually now got people 
switched on. We spent a lot of time and a lot 
of effort and a lot of money on education 
and training’ (computer services manager). 


This intensive training programme was “fo- 
cused” on ‘improving the percentage of ‘right first 
time’ every time’ as the technical manager put it. 
The progress and effect of training are closely 
monitored, reviewed bi-annually and evaluated 
against sectional and company achievements. 
There was little mention of the projected rewards 
that the individual employee may achieve from im- 
proved training other than the implied prospect of 
increasing their chances of gaining a job elsewhere. 
However, the age profile of employees (most were 
in their 40s and many were in their 50s and 60s) 
militated against this possibility. 

The health and safety policy entailed an empha- 
sis on both providing a ‘safe working environment’ 
and the information, training and supervision 
deemed desirable to reduce the number of acci- 
dents at work to ‘reasonably practicable’ limits. 
The policy was presented as a major motivational 


2 Posters placed on notice boards throughout the company 
conveyed the message that the future success of the company 
depended on ‘the awareness, skills and competence of employ- 
ees and their ability to respond to increasing demands for 
improvement in an ever-changing business environment’. These 
posters also stated that employees were expected to understand 
clearly the corporate mission and that each employee ‘will 
make a positive contribution in the achievement of our business 
goals and targets through their continuing and effective train- 
ing and development’. Very low levels of employee turnover 
were frequently cited by these managers as evidence of the suc- 
cess of this policy, and also as an indication of the strength of 
employee loyalty to a company that provides a good working 
environment. The fact that Heavy Metal is one of the few sur- 
viving companies in an area of high (male) unemployment was 
not mentioned. 
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device that could foster a climate of increased self- 

discipline. 
‘I think health and safety is an added cost, 
but I think it is a cost worthwhile. I say to 
my people, “What is their number one pri- 
ority?” and a trainee says “Test the [X] prod- 
uct”, I say “No, no. Number one priority is 
health and safety. Do the job right in a safe 
environment’, because that creates interest 
from people, motivation of people’ (technical 
manager). 


The health and safety policy provided manage- 
ment with a means of demonstrating its good will 
whilst helping to remove what were deemed to be 
undesirable working practices and thereby regain 
control over territory that had been colonised by 
employees. Employees were encouraged to identify 
with the task of reducing the accident statistics 
rather than negotiate over their share of the 
material benefits accruing from the in-roads into 
establisheed production practices made in the 
name of improved safety. Paradoxically, the prom- 
ise of empowerment was presented as further in- 
centive to evacuate the terrain of established pro- 
duction practices. The rhetoric on ‘empowerment’ 
claims to extend the discretion of employees in 
ways that facilitate flexibility and reduce the delays 
and costs of supervision. At Heavy Metal, it is also 
intended to harness employee ‘intellect’, creativity 
and responsibility with the objective of minimising 
distraction from tasks by removing power-play 
and politics: 


‘There used to be a little battle and it used 
to be power, politics and all that stuff. Now 
that is going away, we’re now trying to work 
together as a team....there is only one com- 
petition and that’s the people outside’ (tech- 
nical manager). 


However, a number of our respondents sug- 
gested that in order for it to be operational, em- 
powerment has to be circumscribed and carefully 
monitored. In this sense, their rhetoric locates em- 
powerment within the limits of what they deemed 
practicable and acceptable. For example, accord- 
ing to the manufacturing director, empowerment 
means that management helps employees achieve 
what management wants as reflected in plans ‘’cos 
people like to know where they stand’. He then 
went on to convey his unease over the issue of 
empowerment: ‘I find it [empowerment] damn dif- 
ficult because I have a natural tendency to want 
to control.’ This ambivalence over empowerment 
by such a senior manager also found its way to 
lower levels in the organisation where, as sug- 
gested earlier, despite the rhetoric emphasising 
operator discretion, the performance of operators 
continued to be monitored twice per shift. 
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In summary, the old piece-rate reward system in 
Heavy Metal was presented as one that promoted 
the maximisation of production volume at the ex- 
pense of quality while simultaneously being insen- 
sitive to market demand. High levels of rejects/sec- 
onds and accumulating stocks were construed as 
economically wasteful. The new, team-based 
reward system was presented as the sure remedy 
to these problems as it was deemed capable of re- 
ducing stock levels, enhancing manufacturing flex- 
ibility, improving customer service and synchron- 
ising better production and demand levels. 

While the new reward system was buttressed by 
practices, in particular empowerment and invest- 
ment in people, that had no direct financial impact 
on employees (even though they had the potential 
to drive cost of production down), the financial 
incentive remained an important part of the pay 
package. Although the remuneration package had 
been redesigned to facilitate a different ‘added- 
value’ approach to the organisation of productive 
activity, accounting calculations continued to be 
relied upon to establish performance targets, to 
measure and quantify achievement and to deter- 
mine ultimately the level of pay. 


3.2. StitchCo 

StitchCo was established as a family-owned, sin- 
gle brand manufacturer and retailer of fabrics and 
furniture. It embarked on a major growth strategy 
in the late 1980s by broadening the brand base 
through acquisitions and organising its structure 
into a series of strategic business units (SBUs). 
Within 18 months, however, the growth strategy 
collapsed as the company experienced serious 
problems in managing a diversified portfolio of 
brands and in coordinating the diverse activities of 
the loosely structured SBUs. In 1990, new man- 
agers were recruited externally and the company 
changed its strategy back to refocus on a single 
~ brand market niche. Virtually all the other brands 
were divested. Manufacturing operations were re- 
duced and ‘focused’. Half of its factories were 
closed with further significant reductions of staff 
In manufacturing but also in retailing, and the 
SBU structure was abandoned as the company re- 
verted back to a more centralised structure. In the 
remaining factories, activities were radically rede- 
signed and reconfigured to introduce flexibility and 
teamwork, the structure was simplified by taking 
out many layers, and an empowerment pro- 
gramme was introduced. In place of pure volume 
of output, emphasis was placed upon the speed of 
response to changing patterns of demand and the 
reduction of wastage and ‘seconds’. 


The old reward scheme 
The old reward system was performance-related 
and directed at individual operators and manag- 
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ers. It was linked to ‘selling on price’ which was 
subsequently perceived to be suicidal. As one 
director put it: “You are dead in the Western world 
if you attempt to sell on price, [and] piece work 
systems automatically drive you [in that direc- 
tion]’. Further, the piece rate system was seen by 
many informants to reward effort more than skill, 
for example: 


‘Piece work drives you towards effort and 
very small jobs, and the best paid people in 
the plant are those that were least flexible. 
Piece work payment systems are probably to- 
tally unsympathetic to good quality, fiex- 
ibility and quick response’ (buying and pro- 
duction director). 


As in the case of Heavy Metal, at StitchCo the 
language of accounting was deployed to discredit 
the old piece-rate reward system. Here also, the 
system was construed as making little economic 
sense. Accounting terminology was mapped onto 
firm economic foundations. To ‘sell on price’ was 
equated with lack of business sense for it leaves 
you ‘dead’, killed by more economically motivated 
and rational competitors. The construed limita- 
tions of the old reward system were unpacked fur- 
ther to identify it as rewarding effort, rather than 
skill, and promoting poor quality output, lower 
flexibility and late response. These limitations were 
then re-presented to mean high production costs, 
impaired competitiveness, lower profit rates etc; 
which if not checked quickly would lead inevitably 
to a withdrawal from manufacturing and/or cor- 
porate collapse. 

Again, in discrediting the old system, a new, 
more economically rational system was not simply 
presented as an option; rather, it was deemed a 
necessity. The old PRP scheme was typically 
described by our informants as one that failed to 
promote some measure of goal congruence be- 
tween the SBUs, and instead emphasised indivi- 
dual contribution to the performance of the SBU. 
According to the group treasurer, the old reward 
scheme, ‘had nothing to do with the group-SBUs: 
[we] were told, this is your project, this is your 
turnover and all the rest of it, that’s your lot and 
that’s what you will be rewarded on, then they 
would do it at the expense of other SBUs within 
the group, and that happened a lot’. 


The new reward scheme | 

A new reward system for operators at StitchCo 
factories based on three skill bands was intro- 
duced. Skill bands were differentiated according to 
the quantity of skills, out of a total list identified 
by management, that a particular operator was 
shown to -have: low (1-4 skills), medium (5-12 
skills) and high (13 or more skills). Operators were 
tested on these skills to determine their efficiency, 
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based on time and motion calculations of the stan- 
dard minutes required to produce a particular 
product. The system comprised two elements; ba- 
sic pay which depended entirely on the skill band 
of the individual employee plus a bonus based on 
group performance. A bonus was earned by a 
team when a level of 80% efficiency of output was 
attained. This was levered so that the percentage 
of bonus earned increased as efficiency levels im- 
proved with the bonus being at maximum with 
110% efficiency: 


“We have introduced a 110%, not because 
things are slack, it’s because we don’t tell 
them how to make the product...so, in effect, 
if we give them 100 minutes to make this gar- 
ment and they can do it in 90, we don’t want 
to penalise them for thinking, ’cos this is the 
whole idea’ (factory manager). 


Accounting-inspired arguments, which focused 
upon added value to the business, were deployed 
by management to promote the new reward 
scheme. According to the HRM director, the new 
system was aimed at ‘trying to reward people for 
what they know and their value to the business as 
opposed to status’. Similarly, the buying and pro- 
duction director, in emphasising the ‘desirable’ 
qualities of the new reward system, said: ‘Now we 
set targets for the team and there is a bonus struc- 
ture for output from the team. But within the team 
each person can earn more by moving up one skill 
band. There are rewards for quality, there are re- 
wards indirectly for skills’. The rationale for fo- 
cusing on skills was articulated in the following 
way: ‘If we’re gonna move to tailoring and to a 
wide variety of size you needed skilled sewers, so 
we changed the pay structure with the emphasis 
being on having the product that the customer 
wants rather than making something that we hope 
the customer was gonna buy’ (group accountant). 

A major challenge for those operating the new 
reward scheme was to establish a clear link be- 
tween performance and rewards in certain parts of 
the business. For example, on the retail side, 
individual stores were rewarded on store sales, 
branch teams on sales and profits of all stores in 
the branch, regions on region sales and profits, 
and finally, head office on group sales and profits. 
The underlying rationale for this arrangement, it 
was suggested, was to make it possible for a given 
team to identify more closely with the financial in- 
dicators to which their rewards were linked: 


‘As you come through the organisation for 
the store manager to relate to group results 
is too far away for understanding what it’s 
all about. What we do is we merge in the 
areas that they can directly influence appro- 
priate to the level and the understanding of 
what it'll do and so that it actually motivates 
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them to be better at their work’ (financial 
accountant). 


This drive to align reward to financial indicators 
was reinforced by additional measures whose pur- 
pose, it was claimed, was to sharpen the individual 
employee’s sense of how s/he contributed to the 
securing of corporate objectives. For example, an 
accountant in the finance department was paid a 
bonus on the basis of divisional profits and other 
key success factors or personal objectives—such as 
setting up a headquarters (HQ) review process 
with each HQ manager each month, developing 
adequate forecasting mechanisms, delivering 
monthly accounts on a given day the following 
month, etc. 

In contrast, shopfloor operators were rewarded 
on the basis of a number of key success factors: 
quality, delivery and cost/profit implications. For 
these employees, the new reward scheme consti- 
tuted a numerical view of reality where reward was 
determined by a combination of team effort and 
individual level of skill. 

This numerical view of reality was presented by 
our interviewees as a central plank in StitchCo’s 
drive towards promoting motivation to enhance 
the efficiency of employees and to align their ef- 
forts to corporate objectives. The financial 
accountant articulated this view by suggesting 
that: 


‘At the beginning of the week the shop man- 
ageress stands up at a team meeting and 
says, “right, our target for this week 
is.... bang, that’s what we have got to do. 
Here, this is where we are to date and we are 
going for our quarter’s commission. We had 
individuals earning in a quarter £400 com- 
mission. OK? It can be big money for them’. 


On the shopfloor, teams were balanced in terms 
of the internal distribution of high, medium and 
low skill members. Many high band employees 
were concerned about this, the HRM manager 
suggested, because they felt that they were going 
to end up losing, they could be subject to how 
somebody else performs. However, according to 
this manager, such fears were removed once the 
new system went into practice. For those in the 
high band ‘could see that they could earn just as 
much and they just benefitted from the fact that 
they were then working in groups’. What he did 
not acknowledge, however, was that this depended 
upon high skill band workers organising and ca- 
joling other team members to maximise team 
productivity, and thereby secure a good level of 
bonus. There was also resistance to the new system 
by supervisors and first line managers who felt 
threatened by the change, as the scrapping of the 
piece rate system was depicted as ‘taking away 
their entire reason for existence’ and, indeed, most 
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of them were ‘weeded out’ (buying and production 
director). 

Under the old piece rate system the total wage 
was dependent upon output, whereas under the 
new system approximately 85% was fixed wage 
based on the skill band with the bonus constituting 
the remainder. The bonus was strictly linked to 
quality: operators were paid a bonus only on com- 
plete, ‘first quality’ output. By claiming that the 
new system rewarded skill and knowledge as it 
aligned performance and reward to the attainment 
of key strategic objectives, accounting measures 
and calculations were construed to play a critical 
role in the implementation of the new system by 
determining team targets that cascaded from the 
corporate budget, measuring performance, con- 
trasting performance achieved against targets, and 
quantifying levels of reward. 


Investing in people, empowerment and control 

Our informants at StitchCo suggested to us that 
the company invested heavily in skill training and 
launched a wide-ranging empowerment pro- 
gramme seeking to release personal initiative while 
simultaneously enhancing quality. For example, 
one senior manager said: 


‘We actually took the whole system and 
turned it on its head and said these are the 
skills we would like you to have....we em- 
power people... It’s all about people manage- 
ment. It’s all about taking supervisors and 
making them facilitators. It’s constant skill 
training.... There are rewards for quality, 
there are rewards indirectly for skills’. 


Training at StitchCo was seen to be built into 
the organisation of the teams and the mix of 
individual and group remuneration. The self-inter- 
est of those with the highest skills was assumed to 
motivate them to train and assist team members 
with lower skills to increase their skills and effort, 
and thereby boost team performance and bonus: 


‘What you will find in groups is say, you 
have got a couple of high skilled people and 
a couple of low skilled people. The high 
skilled people will teach the lower skilled 
ones because it is in their interest’ (cutting 
manager). 


For the individual employee, the chance to 
move up the band ladder occurred at a quarterly 
review of skill bands. According to the above 
manager: 


‘Every three months the facilitator in charge 
of the groups will come in to me and sell that 
person to me saying, “Yes, she has done this, 
against a set of measures obviously, she de- 
serves to go up a band”. So in effect they 
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can have a pay rise every three months up to 
a certain level’. 


Peer pressure within teams was relied upon by 
senior and middle managers to maintain high lev- | 
els of performance. In a sense, managers willingly 
abdicated responsibility for directly motivating 
employees by constructing a system that shifted 
the burden to team members in the name of em- 
powerment. The possibilities for ‘free riding’ on 
the efforts of other team members were recognised 
to produce tensions within teams. But apparently 
this tension was too insignificant to thwart the per- 
ceived benefits of teamworking: 


‘Regularly we have fall-outs [within groups], 
but you find absenteeism has gone down be- 
cause of peer pressure. If there’s three of us 
in the group and you are away we have to 
cover for you. Whereas in the old days, it 
would be me saying “Where were you yes- 
terday?”’, now it would be the group saying 
“Where were you yesterday?” and you feel 
more insulted letting your friends down than 
you do me. So peer pressure does come in 
quite a bit’ (cutting manager). 


Another factory manager regarded peer pressure 
as an inevitable consequence of setting up the 
teamworking because ‘if you put people in groups 
anyway, by the nature of doing that you are put- 
ting pressure on them’. For that manager, paying 
group members according to their skill bands 
made them ‘feel important’. Moving up the skill- 
bands could also be seen as similar to moving up 
a career structure where symbolic rewards are val- 
ued. Other, non-financial, elements of reward were 
also emphasised. Managers frequently talked of 
‘employee loyalty’ and satisfaction being derived 
from ‘challenging jobs’. 

As a consequence of downsizing and delayering, 
internal promotion opportunities for managers in 
StitchCo were few; a situation that was exacer- 
bated by an influx of ‘knowledge experts’ recruited 
from outside. The HRM director thought that mo- 
tivation could be maintained through careful job 
rotation, as she summed up the problem facing her 
in terms of: 


‘Identifying the people that are particularly 
strong performers, try to get a lot of lateral 
movement around the business that people 
do understand, and get people satisfied in 
what they are doing rather than chasing that 
promotion’. 


Ultimately though, economic dependence 
through employment and its associated insecurities 
were depicted as the ultimate motivator. Or, as the 
buying and production director put it: ‘Well 
bluntly, continuing employment is the incentive 
scheme.’ 
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In summary, prior to the redesign of the remu- 
. neration system, StitchCo had a piece-rate reward 
scheme which paid individuals on the basis of 
quantity of output. This scheme was diagnosed as 
. rewarding effort but not skill and was presented, 
through the accounting language, as an economi- 
cally irrational and dysfunctional scheme that ig- 
nored corporate interest and consumer demand, 
resulting in high stock levels and low returns to 
the owners. These accounting-based criticisms 
opened up the way for a new, team-based reward 
scheme that aimed to mobilise peer pressure to 
motivate team members to enhance their skill lev- 
els, align their efforts to corporate goals, and pro- 
duce high quality products that the customer val- 
ues. Although most of the total pay was now fixed, 
the remaining bonus part of pay was levered to 
heighten motivation, and focus was directed 
towards rewarding skill and the ability to meet key 
success factors. The new reward scheme was pre- 
sented as one that rewarded employees in accord- 
ance with their added value to the business, and 
the numerical view of reality created by accounting 
calculations was presumed to motivate and mobi- 
lise the effort of employees to do their best for the 
company, and by implication for themselves. The 
reward system was buttressed by non-financial in- 
itiatives, in particular empowerment, training and 
TQM. 


4. Discussion 


Until recently, both of our case study companies 
relied upon a piece-rate system based on actual 
levels of output provided by individual shopfloor 
employees. As both companies delayered their 
structures and introduced teamworking, increased 
flexibility and introduced empowerment and 
accountability programmes, accounting-based ar- 
guments were deployed to discredit the old PRP 
systems and to facilitate the launching of the new 
reward schemes. The deficiencies of the old reward 
systems were crystallised through accounting cal- 
culations which quantified the costs of high levels 
of stock, high quality reject rates, uncompetitive 
pricing, etc. The virtues of the new reward systems 
were identified in terms of added value to the busi- 
ness, the rewarding of skills instead of gross effort, 
and thereby the attainment of business objectives 
in the form of higher rates of return. 

The new reward systems shifted from an exclu- 
sive focus upon individual piece-work to team- 
based forms of remuneration. At Heavy Metal, the 
contribution of individual skill was understood to 
be reflected in the performance of the team; and, 
in principle, the opportunity to raise the team’s 
skill-band provided the necessary inventive for in- 
dividuals, supported by peer pressure, to acquire 
or improve skills. At StitchCo, where individuals 
were placed in skill bands that determined their 
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basic rate of pay, there was both an incentive for 
the individual to acquire additional skills and peer 
pressure to increase bonus by raising team 
performance. In each case, accounting was de- 
ployed in the development and implementation of 
the emerging reward schemes no less than it was 
in the development of the previous piece-rate 
based systems. Accounting-based calculations 
were relied upon to quantify the costs and benefits 
of the new reward systems. Moreover, accounting 
was used to quantify skill bands in terms of wage 
range, and determine performance targets whether 
financial (e.g. sales volume, profit margins) or non- 
financial (e.g. tonnage; garments). Accounting also 
intervened in the process of measuring actual 
achievements, comparing achievements against 
targets, and determining levels of financial 
rewards. 

It can be argued that such schemes create a win- 
win situation where operators enjoy a more relia- 
ble income flow and employers derive the benefits 
of increased flexibility and effort from teamwork- 
ing. However, in each case, the scheme was re- 
ported to be bedeviled by problems; in particular: 
(i) even though the managers in principle took 
overall responsibility for arranging the flow of pro- 
duction activities, it was the supervisors who 
tended to drive, and hence control, the piece-rate 
system on the shopfloor and they therefore resisted 
changes that acted to marginalise, if not remove, 
them from this key aspect of the production pro- 
cess; and (ii) the identification of team targets was 
in some cases problematic because of performance 
ambiguity. 

In all the six companies where we conducted in- 
terviews, the opportunities for promotion were 
fairly limited because of the extensive delayering 
that occurred. At StitchCo this was compounded 
by external recruitment of ‘knowledge experts’ to 
help manage the change process. In the six com- 
panies, the lack of promotion opportunities was 
recognised as a problem and efforts were made to 
broaden the remuneration package by augmenting 
the financial rewards with non-financial ‘incen- 
tives’: e.g. empowerment, job rotations, broaden- 
ing job boundaries, better health and safety pro- 
cedures, employee training and enhancing 
employee loyalty (see Ezzamel et al, 1996). How- 
ever, to that extent that these schemes were 
deemed to be effective, their ‘success’ is arguably 
as much attributable to labour market conditions : 
as to the use of the non-financial incentives. | 

At Heavy Metal, shopfloor operators had no re-. . 
alistic chance of promotion beyond the supervi- 
sory level. From a managerial perspective, little 
added-value was to be gained from employees who 
have reached ‘the end of the line’, and who are 
perceived to have poor chances of gaining better 
employment elsewhere, particularly in a recession- 
ary job market. The main incentive for these em- 
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ployees was the financial security of the current job 
and their personal pride in their work. In designing 
a new reward system, the emphasis was on the 
development of a remuneration package based 
upon a fixed wage that was deemed commensurate 
with a particular level of skill and performance 
supported by an ‘improved’ working climate that 
explicitly promoted better work relations, active 
training programmes, employee empowerment, 
and improved health and safety policies. 

In the current recessionary economic climate, it 
is comparatively easy for companies to claim suc- 
cess as Investors in People, by publishing impres- 
sive statistics such as low employee turnover. 
Nevertheless, and despite the threat of unemploy- 
ment, reduction in the percentage of bonus as a 
variable component of the total wage/salary raised 
anxieties among managers at Heavy Metal about 
the potential adverse effect on employee motiva- 
tion. The development of additional dimensions in 
the employment package, such as better training, 
improved health and safety, etc. were perceived to 
strengthen motivation but not necessarily to deal 
with the problem fully’. 

Contrary to the propositions of some research- 
ers (e.g. Barker et al, 1988), the accounts given by 
our interviewees suggest, if anything, the use of 
PRP systems based upon performance-bands more 
frequently at the lower, rather than middle, eche- 
lons of management. This would appear to be the 
case, at least for our case studies, for three reasons. 
First, it is comparatively easier at higher manage- 
ment levels to broaden the scope of job responsi- 
bilities and to render them more intellectually chal- 
lenging, as the example of the finance director at 
Heavy Metal suggests. Those who are sufficiently 
ambitious may relish the added responsibilities for 
the purposes of internal prestige, job satisfaction, 
and enhancing their potential for promotion in the 
external labour market. Or, at least, they may be 
inclined to make a (macho) virtue of the necessity 
of adding to their work load in order to hold down 
their jobs. 

Second, the accounts given by the managers we 
interviewed suggest that they value the importance 
of material incentives or, at least, they are reluc- 
tant to dispense with them, even when they es- 
pouse the language of empowerment and associ- 
ated symbolic gratifications. 

Third, despite the dysfunctional attributes of 
quantitative performance measures (Baker et al, 


3 Evidence from other studies also indicates that companies 
are secking to evolve new scenarios to increase motivation. 
Zenger (1992), for example, suggests that companies tend to 
reward/penalise only extreme performance; very high perform- 
ers are rewarded handsomely while the very lowest performers 
are pushed out. Such aggressive pay-for-performance contracts 
are seen to have the advantage of helping to retain the best 
performers whilst avoiding the costly alternative of rewarding 
the majority of employees. 
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1988), it is at lower levels in the organisation that 
these measures can be most readily developed. In 
all six case studies it was possible to develop seem- 
ingly simple measures of performance at the shop- 
floor, e.g. tonnage at Heavy Metal, and also at 
lower management levels, e.g. sales targets in the 
retail side of StitchCo, but these became less con- 
crete at higher levels in the hierarchy. 


5. Conclusions 


In this paper we have examined reward systems in 
the broader organisational setting of two com- 
panies drawn from a study based upon six com- 
panies. Our concern has been to examine the role 
of accounting in the development of remuneration 
systems that has accompanied such changes in the 
organisation of work as delayering and multiskill- 
ing, team working and employee empowerment. 
We have focused upon the extent to which ac- 
counting is implicated in the abandonment of ‘old’ 
reward structures and the promotion of ‘new 
ones, and the extent to which accounting contrib- 
utes to the design and implementation of reward 
systems through which a numerical view of organ- 
isational reality is promoted. We have also ex- 
plored the extent to which new initatives have been 
mobilised by management to buttress accounting- 
based reward structures in the quest for maintain- 
ing/enhancing employee motivation and coping 
better with the consequences of the wider changes 
in management practice. 

Accounting is centrally involved in the consti- 
tution not only of the reward formula but also of 
the performance to which the formula is applied. 
Whether it is individual-based or group-based, the 
amount of reward is predominantly a product of 
two accounting-constituted variables: performance 
measure and pay rate. For all its limitations, ac- 
counting is called upon to quantify and render vis- 
ible complex patterns of human performance. It is 
expected (by its users) to take account of discon- 
tinuities, uncertainties, and interdependencies, and 
somehow to generate hard data to monitor dimen- 
sions of performance. 

But even when accounting’s limitations in at- 
tending to these discontinuities become clear to 
managers, accounting remains at the centre, albeit 
with calls for additional supportive indicators of 
performance. In our case studies, accounting- 
based reward schemes which focused on the indivi- 
dual became discredited because, as one manager 
has suggested: “You can’t remunerate just the 
individual because you end up with dysfunctional 
decisions being taken; they could be fighting for 
the customer.’ This then gave way to an alterna- 
tive, team-based reward scheme, which was also 
defined through accounting calculations. Account- 
ing defined the main performance indicators for 
each team, e.g. production, sales, costs, profits, 
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and hence it influenced the selection and definition 
of key personal objectives; ít quantified and re- 
ported achievements; and, significantly, it also 
constituted boundaries within each team by pro- 
moting the notion of individual influence. 

In the conventional literature, reward is postu- 
lated to determine performance, as the perception 
of the type and level of reward provides the mo- 
tivation to attain given performance levels. Yet, it 
is clear that under PRP systems pay is related to 
past performance; and hence, performance and 
reward could be seen to condition and mediate 
each other. As performance and reward each im- 
pact upon the other, conflicts and tensions are 
likely to arise, such as those discussed earlier. 
Most of the well known problems have been lo- 
cated in reward systems targeted at the individual. 
Our concern here is to summarise some of the PRP 
problems in teamworking suggested by our 
analysis. 

First, PRP systems remain in vogue, but in our 
companies the fixed proportion of the total wage 
is now much higher than previously, as there is a 
move away from piece-rate systems to skill-band 
systems. This is consistent with a concern to avoid 
the dysfunctions of piece-work systems (see Baker 
et al, 1988). In the case of our six companies, this 
shift in practice has been supported if not 
prompted, we have argued, by a lack of growth 
opportunities, where the potential for internal pro- 
motions was significantly curtailed.Second, within 
our case studies, PRP systems were more prevalent 
among staff occupying positions at the lower end 
of corporate hierarchies compared to middle man- 
agers. This is inconsistent with the suggestion 
made by some researchers (e.g. Baker et al, 1988) 
that there is a greater tendency to reward man- 
agers, compared to shopfloor employees, on the 
basis of PRP schemes because, as a consequence 
of delayering, they have fewer chances of increas- 
ing their salaries through promotion. That said, we 
do not consider the value of our case study-based 
research to be reducible to its ‘testing’ of theo- 
retical propositions. Rather, it is the capacity of 
contextual findings to generate insights into the 
dynamic practicalities of work organisation and 
industrial relations that is arguably of greater last- 
ing value. Third, the shift from individual-based 
piece rate systems to team-based skill band sys- 
tems has increased significantly the propotion of 
fixed wage to bonus-based pay. Given the diff- 
culty of identifying the contribution of every 
individual member within a team, it is now more 
problematic for managers to identify and sanction 
individual ‘slackers’. Further, the reduced bonus 
percentage of the total pay creates an added diffi- 
culty of motivation as pay becomes less affected 
by performance. 

The problem of motivating the individual is in- 
creasingly becoming the responsibility of the team. 
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Management has systematically exploited the ex- 
pedience of peer pressure in the expectation that 
the financial imperative of the threat of reduced 
group pay caused by ‘less cooperative’ individuals 
will provide the necessary lubricant. The problem 
of motivation caused by the increase in the pro- 
portion of fixed pay has been addressed, but not 
necessarily overcome, by supplementing financial 
reward through non-financial elements such as in- 
vestment in human resources (e.g. training), job 
enlargement and rotation, better health and safety 
procedures and increased ‘empowerment’. Argu- 
ments and injunctions laced with terms such as 
‘added value to the business’ and ‘rewarding both 
skill and effort’ are mobilised to promote such al- 
ternative reward schemes. 

Accounting language and calculations are used 
to determine performance targets, whether for in- 
dividuals or groups, and to quantify the skill 
bands for the emerging team-based reward sys- 
tems. Accounting calculations are also utilised to 
quantify the costs and benefits of alternative 
reward systems in order to ensure, from the 
perspective of managers, that they are affordable 
financially. 

Further, accounting intervenes in the measure- 
ment of performance, in the comparisons of actual 
achievements against targets, and in the deter- 
mination of financial rewards. These involvements 
point to a potent and central role for accounting 
in the design and functioning of reward schemes 
in organisations; this, we believe, merits further 
examination and articulation through detailed 
studies of the roles of accounting language and 
calculation in shaping ‘the new organisation’ and, 
in turn, in being reformed by it. 
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An International Comparison of 
Accounting-Based Payout Restrictions in 
the United States, United Kingdom and 


Germany 


Christian Leuz, Dominic Deller and Michael Stubenrath* 


Abstract—Agency theory shows that payout constraints can play an important role in debt contracting and miti- 
gating debt-related incentive problems. In this paper, we compare how, empirically, corporations in the UK, the 
US and Germany are restricted in their ability to pay dividends (and other forms of payouts) to shareholders. Our 
study is novel in two respects: First, although there is ample evidence on the use of accounting-based payout 
restrictions in US debt contracts, and some evidence in the UK, there are no comparable studies on accounting- 
based payout constraints in German debt contracts. Second, we include debt contracts as weli as regulation on 
dividends in the comparison to highlight the interdependencies between mandated and contractual payout restric- 
tions. Despite marked institutional differences between the US, the UK and Germany, our comparison demonstrates 
that corporations are restricted in a similar fashion in all three countries. This holds for the shape of the dividend 
restrictions based on accounting numbers as well as some key accounting principles determining net earnings and 
other accounting numbers used in payout restrictions. We find that differences mainly exist with regard to the origin 
of the restrictions. In Germany, dividend restrictions are predominantly mandated; in the UK, mandated restrictions 
are supplemented by debt covenants. In the US, dividend restrictions follow primarily from debt contracting. By 
integrating contractual provisions as well as regulation on dividends, our comparison provides additional insights 


into the debt contracting process and offers a more complete picture than previous studies. 


1. Introduction 


Agency theory maintains that dividend restrictions 
‘can play an important role in mitigating debt-re- 
lated incentives problems. Empirical studies doc- 
ument for the US, the UK, Australia and Canada 
that dividend restrictions (of any kind) are in fact 
frequently used in public and private debt con- 
tracts and that the contracting practice differs 
across countries.! To our knowledge, there are no 
comparable studies for Continental European 
countries. Anecdotal evidence suggests that debt 
covenants in general are not as common. 


*The authors are at the Department of Business and Eco- 
nomics, Jobann Wolfgang Goethe-Universität, Frankfurt am 
Main/Germany. They gratefully acknowledge helpful corm- 
ments by Stefan Heiden, Michael Mumford, Dieter Ordelheide, 
Thomas Schrõer, Jens Wüstemann, Steve Zeff, two anonymous 
referees, workshop participants at the EAA congress in Graz 
as well as colleagues at the University of Frankfurt/Main. 
Correspondence should be addressed to Dr C. Leuz. Fax 
- +49-69-79823457. E-mail leuz@wiwi.unt-frankfurt.de 

l See for the US, Smith and Warner (1979), Kalay (1982), 
Leftwich (1983), Healy and Palepu (1990), El-Gazzar and Pas- 
tena (1990 and 1991), for the UK, Citron (1992 and 1995), Day 
and Taylor (1995a, 1995b, 1996a, 1996b and 1997), for Aus- 
tralia, Whittred and Zimmer (1986), and for Canada, Thornton 
(1992). 


Traditionally in Continental Europe, dividends 
and other forms of payouts to shareholders are 
restricted by law, for instance, the commercial 
code. The empirical studies cited above give little 
attention to dividend regulation. However, legal 
dividend restrictions and other aspects of the in- 
stitutional setting (e.g. common versus code law) 
may be important in understanding dividend re- 
strictions in debt contracts and helpful in explain- 
ing differences in the contracting practice across 
countries. 

In this paper, we compare how corporations in 
the US, the UK and Germany are restricted in 
their ability to pay dividends to shareholders.? Un- 
like prior studies, we look at both legal and con- 
tractual dividend restrictions to obtain a more 
complete picture. The US and the UK are chosen 
for our comparison because several empirical 
studies document marked differences. Germany is 
chosen as an example for the Continental Euro- 
pean countries. Since comparable studies of pri- 
vate or public debt contracts do not exist for Ger- 
many and the required data sets are not readily 


2 Unless stated otherwise, we use the term ‘dividends’ for all 
forms of payouts or distributions to shareholders (e.g. share 
repurchases) with the exception of stock dividends. 
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available, we study public debt contracts and con- 
duct interviews with several banks on their con- 
tracting practice with regard to dividend 
restrictions. 

Overall, elaborate restrictions similar to those in 
the US or the UK are rarely found. However, 
German corporations face detailed dividend re- 
strictions mandated by the commercial code and 
corporate law. Taking regulation on dividends 
into account, we find that cross-country differ- 
ences in the restrictions become less pronounced. 
In each country, debt contracts appear to comple- 
ment regulation so that overall the dividend 
problem is solved in a remarkably similar fashion. 
Comparing the interdependencies between legal 
and contractual dividend restrictions across coun- 
tries provides new insights into the contracting 
process and is helpful in understanding the ob- 
served international differences. Prior studies have, 
to our knowledge, either focused on bilaterally 
comparing debt contracts (e.g. Whittred and Zim- 
mer, 1986; Citron, 1992; Day and Taylor, 1995b) 
or dividend regulation (e.g., Augustin, 1994; Wiis- 
termann, 1996) and for that matter highlight the 
differences more than the similarities.’ 

Another aspect of our study is that debt cove- 
nants and dividend regulation are often specified 
in accounting terms. Hence, the financial account- 
ing system plays an important role in restricting 
dividends to shareholders. In Germany, the cal- 
culation of net earnings is geared towards restrict- 
ing dividends and protecting debtholders and can 
be generally characterised as fairly ‘conservative’. 
Although financial acounting in the US and the 
UK is generally characterised as more ‘investor- 
oriented’ and less ‘conservative’, dividend restric- 
tions in debt contracts are still based primarily on 
published accounting numbers. 

Given the marked differences in the accounting 
systems in the countries under consideration, we 
also compare how accounting numbers referred to 
in the debt contracts are determined. Previous 
studies document that in US private debt agree- 
ments, accounting numbers according to GAAP 
are frequently modified (Leftwich, 1983; El-Gazzar 
and Pastena, 1990 and 1991). Watts and Zimmer- 
man (1986: 214) point out that all of these modi- 
fications are consistent with conservatism. Hence, 
the link between conservative accounting and the 
use of net earnings to restrict dividends is not only 
apparent in the accounting regulation of many 
Continental European countries, but also preva- 
lent in US debt contracting. In particular, our 
international comparison reveals similarities in the 
set of accounting principles used for restricting 
dividends. We hasten to add that the accounting- 


3 Leuz (1996a) provides a preliminary comparison of existing 
empirical studies on dividend restrictions as well as certain as- 
pects of dividend regulation in the US, UK and Germany. 
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principles, nevertheless, may have different mean- 
ings or may be interpreted quite differently across 
the countries, so that further and more detailed 
research is warranted in the future. In summary, 
taking into account both legal and contractual div- 
idend restrictions, we identify elements that do not 
vary from country to country or seem to be spe- 
cific to the institutional setting. It appears to us 
that institutional differences drive where the re- 
strictions are found and the ‘dividend problem’ is 
solved and not so much how. 

In Section 2, we briefly summarise important 
theoretical results in the extant literature and for- 
mulate our hypotheses. Sections 3 and 5 describe 
for each country the regulation on dividends and 
the empirical evidence on dividend restrictions in 
debt contracts. We then compare in Section 6 the 
findings and discuss the interdependencies of reg- 
ulation and debt contracting. Section 7 concludes 
the paper. 


2. Theoretical background 


Dividend restrictions have primarily been analysed 
in the context of principal-agent theory (Smith and 
Warner, 1979; John and Kalay, 1982; Ewert, 1986; 
Hartmann-Wendels, 1991; Gjesdal and Antle, 
1996; Leuz 1996a and 1996b). We maintain the 
agency framework to guide our comparison and 
follow the literature by focusing on the relation- 
ship between shareholders and debtholders. It has 
been shown that this relationship is characterised 
by incentive conflicts which necessitate some re- 
strictions on debt-or liquidation-financed divi- 
dends, either by restricting dividends themselves or 
by restricting the ‘sources’, i.e., the disposal of as- 
sets or issuing additional senior debt, because 
otherwise shareholders could leave debtholders an 
‘empty shell’ (Black, 1976; Smith and Warner, 
1979). Rational debtholders anticipate sharehold- 
ers’ incentives and price debt accordingly, so that 
it is in the interest of shareholders to provide suffi- 
cient protection to prospective debtholders if they 
wish to obtain risky debt. Dividend restrictions are 
particularly important if debt is mainly supported 
by future cash flows, for instance in cases where 
asset-backed lending, i.e., securing debt with as- 
sets, is not possible or very costly due to the nature 
of the assets. 

Agency theory also maintains that dividend re- 
strictions have an impact on the investment 
decisions of shareholders. John and Kalay (1982) 
show that dividend restrictions may reduce under- 
investment problems by ‘forcing’ shareholders to 
invest, but similarly may induce shareholders to 
invest in negative net present value projects. Ex- 
tending their model, Ewert (1986) demonstrates 
that under reasonable assumptions about the fi- 
nancing of new projects, the incentive effects of 
dividend restrictions are ambiguous and depend 
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on the specific set of assets-in-place and investment 
opportunities at the dividend date. Building on 
this result, Leuz (1996 and 1996b) argues that a 
contingent formulation of the upper bound on div- 
idends is desirable and that using net earnings as 
a basis of the constraint facilitates specifying an 
upper bound that (imperfectly) corresponds with 
debt-related incentive problems, which may ex- 
plain the widespread use of earnings-based 
constraints. 

In the literature, two types of dividend restric- 
tions, which are both stated in accounting terms, 
are distinguished (e.g. Kalay, 1982): A direct div- 
idend constraint specifies an upper bound on div- 
idends, for instance, based on cumulative net earn- 
ings. An indirect dividend constraint requires 
shareholders to maintain certain ratios, such as 
current ratio or net tangible assets to liabilities, or 
minimum balances, such as net worth or working 
capital. This imposes an upper bound on divi- 
dends, although the constraint itself does not refer 
to dividends. A direct dividend restriction is a 
so-called negative constraint because it can only be 
violated by taking a prohibited action, i.e., paying 
too large a dividend. An indirect constraint is 
called an affirmative constraint because it can sim- 
ply be violated in the course of business without 
taking a prohibited action. For this reason, it has 
been argued that direct and indirect dividend con- 
straints serve different purposes in debt agree- 
ments: indirect constraints are used as triggers for 
renegotiations of debt agreements, e.g., after an 
adverse change in the financial position, whereas 
direct restrictions primarily limit payments to 
shareholders (e.g. Dhaliwal, 1980). 

Dividend restrictions can also have different or- 
igins. They may either be stipulated in corporate 
law or stated in debt agreements. Regulation on 
dividends has been initiated in many countries 
with the intention to protect creditors of firms with 
limited liability. In these countries, the effective 
upper bound on dividends can be determined only 
if both legal and contractual restrictions are taken 
into account. We hypothesise that legal restrictions 
are the starting point and that contractual restric- 
tions are then chosen to complement (or undo) 
regulation. Since many restrictions (of whatever 
origin) are formulated in accounting terms refer- 
ring to GAAP, the accounting system is an im- 
portant determinant for both legal and contractual 
restrictions. For instance, if an accounting system, 
such as the German, is geared towards restricting 
dividends, we expect the contracting parties to rely 
more on GAAP than in a country where the main 
objective of the accounting system is, for example, 
to provide information to the capital markets. 

Other aspects of the institutional setting, such 
as the choice of the legal system or the organisa- 
tion of the capital markets, may also determine 
where the dividend restrictions are found. Adjust- 
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ing for the differences in origin, we expect corpo- 
rations to be similarly restricted in their ability to 
pay dividends, since in all countries essentially the 
same problems have to be solved. 


3. Dividend restrictions in the US 


3.1. Regulation 

In the US, corporate distributions are regulated 
by state corporation law.‘ Hence, legal restrictions 
may differ substantially from state to state. How- 
ever, there are some regularities since the Model 
Business Corporation Acts released by the Amer- 
ican Bar Association’s Committee on Corporate 
Laws have been ‘very influential in shaping state 
laws’ (Roberts et al., 1990: 41). The model acts 
were adopted, at least in part, by most states.° 

State regulation replaced the common law doc- 
trine under which dividends presuppose profits 
(Mason, 1932; Littleton, 1934b). McGough (1988) 
identifies several groups of states with respect to 
their regulation on corporate distributions. The . 
largest group consists of 22 states that have stat- 
utes in accordance with the 1950 Model Business 
Corporation Act (MBCA). A second group of 15 
states adopted the concept of legal capital central 
to the 1950 MBCA, but differ significantly in other 
respects. To this group belong Delaware, where 
56% of the Fortune 500 corporations are incor- 
porated, and New York.‘ Another group, consist- 
ing of 11 states, follows the 1984 Revised Model 
Business Corporation Act (RMBCA) . California 
uses hybrid restrictions and Massachusetts relies 
only on an insolvency test.” According to Black 
(1995: 1-11), the number of states following the 
RMBCA has increased to 29 while in the first 
group there are only eight and in the second only 
six states remaining. 

Most of the states, if not all, require an equity 
insolvency test. That is, distributions can be made 
only if thereafter the corporation is able to pay its 
debts as they become due in the normal course of 
business. In determining whether the insolvency 
test is satisfied, the model acts require and entitle 
directors to exercise certain judgments about the 
future course of the corporation. They may, for 
example, perform a cash flow analysis based on 
business forecasts and budgets. According to the 
Committee on Corporate Laws, however, audited 


4 In addition, the Uniform Fraudulent Transfer Act may im- 
pose restrictions as its constructive fraud provisions apply to 
both dividends and share repurchases as well. However, these 
restrictions are not considered here. 

5 See Littleton (1934a) for an overview of early state 
regulation. 

See Roberts et al. (1990: 43 and note 22); Delaware Code 
Ann. tit. 8 170-173; New York Business Corporation Law, 
510-517. 

7 California Corp. Code 500-503 and Massachusetts Gen. 
Laws Ann. ch. 156B, 21A and 61. 
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financial statements that are in accordance with 
GAAP and do not have a going concern qualrfi- 
cation are sufficient.’ In addition, all states except 
Massachusetts require a balance sheet test 
(McGough, 1988). 

There are two distinct approaches: one adopted 
by the MBCA and the other adopted by the 
RMBCA. The MBCA employs a balance sheet test 
based on the concept of legal capital—that is, dis- 
tributions may be paid only out of surplus defined 
as the excess of met assets over legal (or stated) 
capital. Surplus is then divided into earned sur- 
plus, i.e. cumulative net earnings minus prior dis- 
tributions, which is generally available for distri- 
butions, and capital surplus, i.e. additional paid-in 
capital in excess of par value (e.g. McGough, 
1988). In some states, for example, Delaware, New 
York and Mississippi,’ capital surplus can also be 
distributed subject to certain requirements and de- 
pending on the form of the distribution. Further- 
more, many state statutes allow directors to trans- 
fer stated capital in excess of par value to 
additional paid-in capital, or to reallocate addi- 
tional paid-up capital to retained earnings (Rob- 
erts et al., 1990: 38 and 43). Besides, there is sub- 
stantial discretion is defining par value (McGough, 
1988). 

For these reasons, the concept of legal capital is 
considered rather ineffective in restricting distri- 
butions and protecting creditors (e.g. Committee 
on Corporate Laws, 1986; McGough, 1988; Rob- 
erts et al., 1990). Consequently, the RMBCA 
abandoned the concept of legal capital, but re- 
tained a balance sheet test because of practical dif- 
ficulties in applying the equity insolvency test: dis- 
tributions (of any kind except stock dividends) are 
permitted only if total assets exceed the sum of 
total liabilities and a so-called liquidation prefer- 
ence on outstanding preferred stock.'° With this 
restriction, par value and stated capital are no 
longer unavailable for distributions. 

The two types of balance sheet tests do not use 
a particular accounting terminology, and in most 
states the application of GAAP is not explicitly 
required, except, for mstance, in California (Cal. 
Corp. Code, 500 (b)(2)). Under the RMBCA, di- 
rectors may base the balance sheet test on GAAP, 
fair valuation, or any other methods reasonable m 
the circumstances. Note that this is not a statutory 
enactment of GAAP. Appraisal or current values 


Š See Committee on Corporate Laws (1979: 1881-1882 and 
1986; 262). But see also American Institute of Certified Public 
Accountants (1988). 

? Del. Code Ann. tit. 8, 154 asnd 170; NY. Bus. Corp. Law, 
510(c); Miss. Code Ann, 79-3-83, 73-3-85. In addition, in some 
states, if there is no surplus, dividends can still be paid from 
earnings in the current or the preceding financial year (‘nimble 
dividends’). See, for instance, Del. Code Ann, tit. 8, 170{a\2). 

10 RMBCA, 45. See Committee on Corporate Laws, 1979 
and 1986: 259-261. 
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are explicitly permitted and, at least in principle, 
the application of GAAP does not provide a safe 
harbour in court (Committee on Corporate Laws, 
1979 and 1986). Courts have the right to determine 
reasonable values themselves and in the past have 
chosen to deviate from GAAP.'!, However, ac- 
cording to Jacqua et al. (1983: 292), ‘GAAP is by 
far the most practical standard for the courts.’ 
Nevertheless, the relevance of GAAP in legal re- 
strictions remains ambiguous, as the case of asset 
revaluations above historical cost demonstrates; 
although precluded under GAAP, asset write-ups 
have repeatedly been used in the past to legitimise 
distributions that otherwise would not have been 
possible. 

In the 1980s, asset revaluations have been im- 
portant to create extra-GAAP surplus in order to 
legitimise substantial dividend payments or share 
repurchases in conjunction with takeovers or res- 
tructurings (see Roberts et al. (1990: 35 and 37) 
citing several examples). In some of the states fol- 
lowing the MBCA’s concept of legal capital, such 
as Delware and New York, net assets can be de- 
termined using fair values, and gains from reval- 
uations increase capital surplus (Roberts et al., 
1990: 40; Black, 1995: 2.01 (6)). In other states, 
such as Illinois or Ohio, surplus from revaluations 
may not be used to pay cash or property dividends 
(Jacqua et al., 1983: 299); California permits only 
marketable securities to be revalued.” 

Furthermore, some states exclude in the balance 
sheet tests items permitted under GAAP. For in- 
stance, Ohio prohibits the equity accounting 
method (Ohio Rev. Code Ann. 1701.32(A)) and 
California excludes ‘goodwill, capitalised research 
and development expenses and deferred charges’ 
in the determination of assets (Cal. Corp. Code 
500(b)(1)). It is also noteworthy that most state 
statutes do not require consolidated financial state- 
ments; in general, parent company accounts (with 
or without using the equity method) are 
sufficient.!+ 

In summary, the legal restrictions on distribu- 
tions faced by a corporate differ substantially de- 
pending on the state of incorporation. In many 
states, legal restrictions appear to be limited in 
their effectiveness (see also McDaniel, 1986 and 
McGough, 1988). In particular, equity insolvency 
tests entitle directors to exercise judgements about 
the future that are difficult to verify ex post and 
the balance sheet tests provide considerable discre- 
tion with regard to asset valuation. 


ll See, for example, Randall v. Bailey, 288 N.Y. 280 (1942) 
and also Black (1995: 2.01(6)). 

12 See Roberts, et al., (1990: 43). See also Berks Broadcasting 
Co. v. Craumer, 356 Pa. 620, 52A.2d 571 (1947) where the court 
prohibited dividends from unrealised appreciation. 

15 See Jacqua et al. (1983: 295) and Committee on Corporate 
Laws (1979: 1884 and 1986: 264). They are explicitly stipulated 
in California (Cal. Corp, Code, 114). 
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3.2. Debt contracts 

As documented by several empirical studies, US 
debt agreements contain many detailed financial 
covenants. Type, number and tightness of these 
covenants vary substantially depending on the 
characteristics of the debt agreement and of the 
borrowing firm. Fogelson (1978) and Frost and 
Bernard (1989) document for their samples that 
public debt agreements have fewer accounting- 
based covenants and fewer affirmative constraints 
than private agreements. Furthermore, account- 
ing-based covenants are more likely to be used for 
firms with relatively high leverage (Press and 
Weintrop, 1990) and firms with relatively more as- 
sets-in-place (Skinner, 1993). El-Gazzar and Pas- 
tena (1991) provide evidence that in private debt 
agreements the number of restrictions increases 
with time to maturity, size of the loan and leverage 
of the borrowing firm. Tightness is negatively re- 
lated to time to maturity, but increases with size 
and leverage.'* Overall, the empirical findings seem 
broadly consistent with the theory of debt-related 
agency problems. 

One of the most frequent constraints in US debt 
agreements is the direct dividend restriction. In ad- 
dition, debt agreements frequently specify restric- 
tions based on accounting numbers that indirectly 
imply a dividend constraint. Table 1 summarises 
the empirical evidence on direct and indirect divi- 
dend restrictions in US debt agreements. It shows 
that the vast majority of levered US firms are con- 
tractually restricted in their ability to pay divi- 
dends. The typical direct dividend constraint is 
based on net earnings and can be expressed as fol- 
lows (Smith and Warner, 1979): 


t—1 


t f 
P< aS NE+ Y S, — ¥ D+F} (l) 
J=0 J=0 j=0 


with D, as dividends and share repurchases in 
period t, z as a constant payout parameter (0 < 
a < 1), NE, as net earnings, 8, as proceeds from 
the sale of stocks in period j, and F as a fixed 
amount called the ‘dip’. The latter is slack initially 
built into the restriction and allows shareholders 
to pay debt-and liquidation-financed dividends 
equal to F. The constraint is cumulative from the 
beginning of the debt agreement (j = 0) and spec- 
ifies at dividend date t a reservoir of payable funds. 
Healy and Palepu (1990) determine in their study 
a median reservoir that is six to eight times as large 
as the current dividend level. 

Indirect constraints are found in great variety. 
Common are minimum levels for net worth (ie. 
shareholders’ equity), net tangible worth or work- 
ing capital, a minimum current ratio and a maxi- 


14 See also El-Gazzar and Pastena (1990) for similar findings 
in a comparison of bank and insurance debt. 
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mum leverage ratio defined in various ways, e.g. 
debt divided by net tangible assets or net assets. If 
these restrictions are violated the firm is in tech- 
nical default. 

Elaborate dividend restrictions in US debt 
agreements are not surprising given weak state reg- 
ulations on corporate distributions. The wide- 
spread use of contractual restrictions is also in 
accordance with the view put forth in the Com- 
mentaries on Indentures issued by the American 
Bar Foundation that, in the US, ‘bondholders’ 
rights are largely a matter of contract.” Compar- 
ing legal and contractual restrictions on dividends, 
the latter are in most cases more restrictive and 
hence represent the effective upper bound (e.g. Jac- 
qua et al., 1983: 289; McGough, 1988: 337). 
Furthermore, accounting-based debt covenants are 
generally based on audited and consolidated finan- 
cial statements in accordance with GAAP. This 
implies, for instance, that (upward) asset revalua- 
tions are prohibited, except in the context of con- 
solidating business combinations. However, for 
many private and some public debt agreements, 
GAAP is only a starting point, that is, net earn- 
ings, liabilities and shareholders’ equity under 
GAAP are further modified. 

GAAP modifications (‘tailoring’) may simply 
imply that different definitions are used, but they 
may also entail that different accounting methods 
have to be employed. Moreover, the applicable set 
of accounting rules can be fixed to those in effect 
or actually used to prepare the financial statements 
at the time of contracting (‘frozen GAAP’) as op- 
posed to those in effect at the dividend dates over 
the life of debt (‘rolling GAAP’). Depending on 
the specification, this protects the borrowing firm 
from GAAP changes, but may also limit its ability 
to change accounting methods subsequently and 
even force the firm to prepare two sets of financial 
statements (Fogelson, 1978). According to Mohr- 
man (1996), ‘frozen’ GAAP are becoming increas- 
ingly common, a fact which she attributes to in- 
creased FASB activity in recent years. In her 
sample, 51% of the contracts with accounting- 
based covenants have GAAP that are fixed in 
some way. 

GAAP modifications were first discussed in Lef- 
twich (1983) and subsequently studied in several 
papers. The findings are summarised in Table 2. 

- In the studies mentioned in Table 2, the most 
common modifications are to exclude from earn- 
ings those arising from the application of the eq- 
uity method, preacquisition retained earnings 
picked up under the pooling-of-interest method 
and gains from early debt retirement, to classify 
guarantees and contingencies as debt, even if they 
are not probable, and to exclude goodwill and 


[5 American Bar Foundation (1971). The Commentaries are 
a guide for lawyers negotiating restrictive covenants. 
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Table 1 
Overview of empirical studies on US accounting-based dividend covenants 
Study Sample size and Type of debt Direct dividend Indirect dividend 
selection (private or public) constraint (in % of the constraints (in % of the 
number of contracts) number of contracts) 
Smith/Warner. Commentaries public 23% not available 
(1979) and 87 contracts 
Kalay (1982) 150 random mainly public 90% 10% 
contracts rated in 
Moody’s 
Industrial Manual 
Castle (1980) 37 bank lending private 62% Working capital: 76% 
contracts Net worth: 46% 
McDaniel (1986) 92 contracts of public 35% not available 
Fortune 100 firms 
El-Gazzar et al. 43 contracts of private 58% 25% 
(1989) intensive lessees 
Duke/Hunt 187 random mainly public 55% Working capital or 
(1990) contracts reported current ratio: 35% 
in Moody’s Leverage: 28% 
Industrial Manual Net (tangible) worth: 
18% 
Press/Weintrop 111 contracts public (28) and 61% Leverage: 49% 
(1990) from 83 random private (83) Net worth: 46% 
nonservice, Working capital: 45% 
nonregulated Current ratio: 22% 
firms 
El-Gazzar/ 74 contracts with private 80% (with 74% in bank Working capital: 84% 
Pastena (1990) accounting-based lending and 95% in Others: 96% 
covenants insurance lending) 
El-Gazzar/ 73 contracts with private 74% 78% (e.g. working 
Pastena (1991) accounting-based capital, net worth, 
covenants current ratio and 
leverage) 
Mohrmann 228 contracts public (41) and 50% Net (tangible) worth: 
(1996) from previous private (148 with 54% 
studies across 24 banks and 39 Working capital or 
industries with insurance current ratio: 53% 
firms) 


other intangibles from the definition of net worth. 
Less frequent modifications concern income from 
foreign investments, effects of foreign currency 
translation and deferred taxes. The practice of spe- 
cifically. tailoring the accounting rules (as opposed 
to just curtailing GAAP earnings with a lower 
payout parameter «) indicates that US-GAAP are 
not deemed suitable for the purpose of restricting 
dividends under all circumstances. Moreover, the 
modifications are generally conservative in nature, 
i.e. they postpone or even permanently reduce net 
earnings, and hence decrease the reservoir of pay- 
able funds (Leftwich, 1983; Watts and Zimmer- 
man, 1986: 214). 


4. Dividend restrictions in the UK 


4.1. Regulation on dividends 

In the UK, distributions are regulated through 
company law complemented by case law and the 
articles of association of limited liability com- 
panies. The accounting literature principally dif- 
ferentiates between two concepts of profit: ac- 
counting profit (AP) and distributable profit (DP) 
(e.g., Nobes, 1982; ICAEW, 1982a; McGee and 
Mumford, 1988 and 1992; Pennington, 1990: 
419-431; Morris, 1991). AP is defined as the dif- 
ference between revenue and expenses over a 
period and calculated according to the accounting 
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Table 2 
Overview of empirical evidence on GAAP modifications in US debt agreements 


Study 
studied 
Leftwich (1983) 
agreements 


Frost and Bernard (1989) 


El-Gazzar et al. (1989) 
intensive lessees 


El-Gazzar et al. (1990) 


standards (SSAP, FRS, pronouncements of the 
ASB and the ASB’s Urgent Issues Task Force). 
AP is disclosed in a company’s annual report; 
however, it is neither the basis for distribution nor 
taxation. The Companies Act (CA) 1985 (as 
amended by CA 1989) defines a legal upper bound 
on distributions, the DP. 

The concept of DP has been introduced into the 
CA with the implementation of the Fourth Euro- 
pean Directive on Company Law in 1980. How- 
ever, the concept itself is far older; legal restric- 
tions on dividends in the form of a capital 
maintenance rule can be traced back to the intro- 
duction of limited liability companies as a result 
of the Limited Liability Act 1855 (e.g. Reiter, 
1926; French, 1977; McGee and Mumford, 1988). 
To protect creditors as well as shareholders, com- 
panies were ‘prohibited from paying dividends in 
excess of the surplus of net assets over the amount 
of the paid-up capital of the company’, i.e. divi- 
dends could only be paid out of profits so that the 
shareholders’ funds remained undiminished 
(French, 1977: 306). The capital maintenance doc- 
trine was weakened when, in 1867, the CA allowed 
a company to reduce its share capital under speci- 
fied circumstances. As a result of the alleged in- 
capability of the capital maintenance doctrine to 
sufficiently protect creditors and potential prob- 
lems due to forced (over-) investment (French, 
1977: 315), the strict capital maintenance rule was 
abandoned by 1889. It was superseded by a sol- 
vency test more geared towards creditor protection 
(French, 1977: 319). Case law generally did not 


Number and type of contracts 


Commentaries and 10 debt 
18 private and public debt 
agreements of oil and gas firms 


43 private debt agreements with 


74 private debt agreements 
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Results 


Commentaries recommend 
extensive GAAP modifications in 
private debt contracts 


82% of the contracts contain at 
least one covenant classified as 
modified GAAP 


69% of 26 contracts with a 
dividend constraint tailor the 
definition of income 

41% of 22 contracts define net 
worth different from shareholders’ 
equity under GAAP. 


Bank debt: 21% of the contracts 
modify GAAP income; 58% tailor 
the definition of net worth 
Insurance debt: All contracts 
modify GAAP income; 86% tailor 
the definition of liabilities and of 
net worth 





prohibit a company from paying dividends out of 
unrealised profit (e.g., in the case of Dimbula 
Valley (Ceylon) Tea Co. Ltd. vs. Laurie, 1961) as 
long as a company stayed solvent (Schmitthoff, 
1976: 804; Instone, 1985: 107). 

At present, CA 1985 Section 263 (1) states that 
a “company shall not make a distribution except 
out of profits available for this purpose’. A defini- 
tion of the term ‘distribution’ is provided in a sub- 
sequent paragraph. It represents every kind of ‘dis- 
tribution of a company’s assets to its members, 
whether in cash or otherwise’, except for share re- 
demptions, capital reductions, asset distributions 
on the winding up of a company and stock divi- 
dends. CA 1985 Part V Chapter VII restricts in 
general the repurchase or redemption of shares by 
a public company; it may repurchase or redeem 
shares only if it complies with the restrictions set 
forth in Sections 162 to 168. The amount used to 
purchase or redeem shares as well as potential pre- 
miums and administrative expenses have to be 
paid out of DP.'* Thus, these rules complement the 
dividend restriction of Section 263 (1}{3). On the 
contrary, stock dividends may be affected without 
using DP. 

The payout constraint in CA 1985 can be writ- 
ten as 


16 Private limited companies may redeem or repurchase 
shares out of capital if they comply with the regulations set 
forth in CA 1985 Sections 171 to 177. In this case, no distri- 
butable profit is consumed. 
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with D, as dividends, share repurchases and re- 
demptions in period t, NRP, as net ‘realised’ (ac- 
counting) profit, RUP, as realised, but undistri- 
butable (accounting) profit in period 1, and where 
i = tand i = T refer to the corporation’s foun- 
dation and liquidation, respectively. To facilitate 
our later comparison, we rewrite the above con- 
straint as follows: 

t fel 
D,<max{0, «9, NE,— >, D,+ F (3) 
j=0 J=0 

with z = 1 as a constant payout parameter, NE, 
as net distributable earnings (or DP) in period J, 
and F (‘dip’) as the sum of (accumulated) distri- 
butable reserves at J = 0. Note that NE, = 
NRP,— RUP, The constraint expresses the fegal 
upper r bound on distributions during the life of a 
(hypothetical) debt contract starting at J = 0 and 
maturing at J = T (see Figure 1). 

In principle, DP is determined by adjusting AP 
with regard to profits that are realised, but con- 
sidered undistributable. These items comprise the 
term RUP.. This step is necessary because different 
concepts of realisation are employed in CA 1985 
and in the accounting standards. That is, although 
it is common to interpret CA 1985 Section 256 (1) 
as referring to the ASB’s accounting standards and 
other authoritative pronouncements, a situation 
can arise where profits that are realised according 
to some accounting standard are considered un- 
distributable, even though CA Section 263 (3) 
states that realised profits are distributable. 

Thus, although there is agreement in the UK 
that the underlying concepts of realisation for AP 
and DP differ, it is unclear precisely which adjust- 
ments have to be made to AP to arrive at DP. This 
is a matter of some controversy in the British ac- 
counting literature. In particular, there exist dif- 
ferent views with regard to the realisation of prof- 
its in the cases of marketable securities, 


Figure 1 
Time sequence of events 
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development costs and foreign currency trans- 


lation (e.g., Nobes, 1982; Keenan, 1985; McGee 
and Mumford, 1988). For instance, it is not de- 
cided whether accounting profits through the re- 
valuation of marketable securities can be treated 
as distributable as they are in fact not realised but 
merely realisable. According to the ASB realisable 
profits nevertheless are classified as realised and 
shown in the profit and loss account. Development 
costs may be recognised as an asset in the balance 
sheet if certain criteria specified in SSAP 13, para- 
graph 25 are fulfilled (ICAEW, 1982b; Keenan, 
1985). 

However, with respect to DP, research and 
development expenses must be regarded as realised 
losses and a recognition of development costs 
would need to be reversed in order to calculate 
DP.” According to SSAP 20, foreign currency 
translation gains are to be included in the profit 
and loss account and thus represent ‘realised’ ac- 
counting profit due to the ASB’s invocation of the 
true and fair view override. However, in the litera- 
ture translation gains are regarded as ‘unrealised’ 
for distributional purposes, and therefore are not 
seen to be free for distributions to shareholders 
(e.g. Nobes, 1982; Woolf, 1983; Morris, 1991). 

A precise definition of DP can neither be ob- 
tained in the CA nor in British accounting stan- 
dards. The ICAEW (1982a and 1982b) in its Guid- 
ance Statements left the question of profit 
realisation for distribution unanswered. Due to 
these controversies in the British financial account- 
ing literature (e.g. Carsberg and Noke, 1989; 
McGee and Mumford, 1988 and 1992) as well as 
the literature on company law (e.g. Instone, 1985; 
Noke, 1989), the practical relevance of DP is dif- 
ficult to judge. The missing definition may have led 
to insecurity and difficulties in the enforcement of 


'7 If SSAP 13 could directly be applied when calculating DP, 
the explicit provisions in CA 1985 Section 269 would not have 
ecessary (Anderson, 1985). Nevertheless, TR482 
(ICAEW 1982b: paragraph 23) does not consider development 
costs recognised in the balance sheet as realised losses. 
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the DP rules.'® Furthermore, to our knowledge, 
there are no recent court decisions that could clar- 
ify that DP in fact represents an upper bound on 
distributions. Statements about DP are regularly 
based on common law built up during the early 
twentieth .century. A transfer of these court 
decisions, which in most cases were addressing tax 
issues, to the current situation is difficult even 
though they may in principle represent binding 
precedents (Pennington, 1990: 421; Morris, 1991). 
The concept’s ambiguous legal foundation may be 
one reason for the lack of recent court cases.!9 

Last but not least, CA 1985 does not specifically 
require directors to disclose the DP in the financial 
statements (Mumford, 1995: 952). Consequently, 
shareholders (as well as researchers) do not know 
the corporation’s DP and whether it complies with 
the rules in calculating DP. The ICAEW Guidance 
Statement (ICAEW, 1982a: paragraph 15) requires 
a disclosure of DP only if it is necessary to give a 
true and fair view of a company’s status, e.g., in 
case there are material non-distributable profits 
shown in the profit and loss or other reserve ac- 
counts. In general, DP is not disclosed in British 
annual reports. This could imply that the concept 
is of little relevance in practice or that no material 
divergence between AP and DP exists. 

To get some idea, in May 1997 we sent a short 
questionnaire to three Big Six auditing firms in the 
UK asking about the concept’s relevance in ac- 
counting and auditing practice. The three respon- 
dents indicate that DP is relevant and of concern 
to the auditors, but acknowledge difficulties with 
its determination. 

Public limited liability companies are further re- 
stricted in their ability to make distributions to 
shareholders. CA 1985 Section 264 (1) states that 
‘a company may only make a distribution at any 
time (a) if at that time the amount of its net assets 
is not less than the aggregate of its called-up share 
capital and undistributable reserves, and (b) if, and 
to the extent that, the distribution does not reduce 
the amount of those assets to less than that 
aggregate’. 

In this context, Section 264 (2) defines net assets 
as the ageregate of a company’s assets less the ag- 
gregate of its liabilities (including any provisions 
for liabilities or charges within paragraph 89 of 
Schedule 4). Section 264 (3) defines a public com- 
pany’s undistributable reserves as its share pre- 
mium account, the capital redemption reserve, the 


18 McGee and Mumford (1992) point out further difficulties 
when the DP concept is applied to groups. While intra-group 
transactions cancel out in the group accounts, they lead to dis- 
tributable profit in the individual accounts. So, DP can be gen- 
erated between group members. 

19 McGee and Mumford (1992) find that in practice it prob- 
ably is easier to sue directors on the ground of their failure to 
serve the best interest of their company when paying excessive 
dividends. 
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excess of accumulated ‘unrealised’ profits over 
accumulated ‘unrealised’ losses so far as not pre- 
viously written off in a reduction or reorganisation 
of its share capital, and other reserves restricted by 
the company’s constitutional documents. The pay- 
out constraint of CA Section 264 (1) can be written 
as D, < max {0, NW,—SC,— UR} with NW, as 
net worth, SC, as share capital and UR, as undis- 
tributable reserves in period t. This direct dividend 
constraint is negative, just like the dividend restric- 
tion contained in CA Section 263 (1): companies 
are not required to pay negative dividends (i.e., 
issue new equity) in order to comply with legal 
regulations. In general, the direct dividend con- 
straint in CA 1985 Section 263 (1) provides the 
effective upper bound on dividends, except in the 
unusual case where the above mentioned ‘unreal- 
ised’ losses are greater than ‘unrealised’ profits 
(e.g. in the case of revaluation deficits) where the 
constraint in CA Section 264 (1) may be tighter 
(Anderson, 1985; Bird and Morris, 1987; Penning- 
ton, 1990: 423-424). 

In summary, British accounting literature differ- 
entiates between two profit concepts: accounting 
and distributable profit. As described above, for 
DP a more conservative realisation concept is con- 
sidered appropriate, although its definition re- 
mains somewhat ambiguous. 


4.2. Debt contracts 

Several empirical studies have analysed the use 
of accounting-based debt covenants in British debt 
contracts (Citron, 1992 and 1995; Day and Taylor, 
1995b, 1996a, 1996b and 1997). Their principal 
finding is that debt covenants are mostly standar- 
dised in their formulation. The specifics of each 
debt agreement seem to be primarily taken into 
account when setting the values in the covenants. 
Financial covenants are prominent in long term 
cash-flow lending and generally accompanied by 
more stringent variable values than in asset- 
backed, i.e., secured lending, where covenants are 
only used infrequently. In addition, Citron (1995) 
finds that fewer covenants are used in public (ver- 
sus private) debt agreements which is in line with 
US findings and the hypothesis of costly renego- 
tiation in Smith and Warner (1979). Surprisingly, 
and in contrast to US studies, he does not find a 
positive relationship between gearing and the num- 
ber of debt covenants. 

Direct dividend constraints are usually not in- 
cluded in British public or private debt contracts. 
Exceptions occur in debt contracts with private 
limited companies, MBQOs, special purpose financ- 
ing, and where significant uncertainties exist (e.g. 
Burgess, 1985: 83; Day and Taylor, 1995a and 
1995b; Citron, Robbie and Wright, 1997). Indirect 
dividend constraints requiring the borrowing firm 
to maintain a minimal (tangible) net worth or 
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maximum gearing or leverage are a frequent fea- 
ture of British public as well as private debt con- 
tracts (Citron, 1992 and 1995; Day and Taylor, 
1995b and 1996b). 

Net worth is defined in accounting terms as the 
aggregate of paid-up share capital, specific reserves 
(e.g. share premium, capital redemption) as well as 
the accumulated profit and loss account. Usually, 
at least some intangible assets, such as goodwill, 
and brands, as well as tax provisions and revalu- 
ation reserves, are excluded from the calculation 
of net worth. However, certain intangibles may 
explicitly be included in the net worth figure if the 
debtholders are able to judge their value (Citron, 
1992). Net worth constraints limit liquidation-fi- 
nanced as well as debt-financed dividends. Gearing 
is defined as the relation of total borrowings to 
tangible net worth, where borrowing is regularly 
explicitly specified as including items such as guar- 
antees, leases or intra-group borrowings. Thus, 
off-balance sheet financing schemes are included 
when calculating balance sheet ratios. Leverage 
differs from gearing in so far as it sets total liabil- 
ities in relation to total assets. Both ratio cove- 
nants indirectly restrict dividends.” 

Thus, debtholders often define explicitly the ac- 
counting rules used to calculate numerator and/or 
denominator of balance sheet ratios restricting div- 
idends. This is the case although current GAAP 
(i.e. ‘rolling GAAP’, see Citron (1992), Day and 
Taylor (1995a and 1996b)) and audited financial 


20 See Citron (1992) for a closer analysis of ratio definitions. 
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statements are recognised as a general basis for 
accounting-based covenants. Given the effort 
spent on defining components of accounting ag- 
gregates such as net worth or borrowing, surpris- 
ingly little tailoring of accounting rules occurs with 
respect to the profit figure itself (Citron, 1992). 
The lack of a precise profit definition in the con- 
tract as well as a direct constraint (or a reference 
to AP or DP) is intriguing to us. It may be inter- 
preted as evidence that the DP concept satisfies 
debtholders in so far as the additional transaction 
costs of extensively tailoring the profit figure are 
not warranted. 

In the literature, the apparent lack of direct div- 
idend constraints in British debt covenants is dealt 
with only in passing. For instance, Day and Taylor 
(1995b) speculate that bankers do not want to in- 
trude too far into the directors’ sphere, thus taking 
up the role of ‘shadow directors’.?) Overall, bank- 
ers seem to be satisfied with the dividend restrict- 
ing effect of the regularly used indirect dividend 
constraints (Citron, 1992; Day and Taylor, 1995b). 
Common non-accounting-based dividend con- 
straints such as restrictions on share redemptions 
or asset disposals are viewed as complementing ac- 
counting-based restrictions (Citron, 1992: footnote 


21 They are referring to CA 1985 Section 741 (2). Note that 
a negative dividend constraint may represent only a minor in- 
trusion into a company’s affairs compared to frequently ap- 
pearing affirmative ratio covenants. While the former only pro- 
hibits certain behaviour, the latter forces explicit actions on 
behalf of the management in order to avoid technical default. 


Overview of empirical studies on UK accounting-based dividend covenants 


Study Sample size and 


selection 


Type of debt 


Citron (1992) 22 bank lending 
contracts and 


contract templates 


108 debt contracts 
from Extel’s 
Record of 
Takeovers, Offers 
and New Issues 
interviews, debt 
contracts/samples 
of 18 financial 
institutions 
interviews with 44 
corporate 
treasurers of 
major UK 
companies 


private 


Citron (1995) public 


Day/Taylor 
(1995a) 


Day/Taylor 
(1996a) 


(private or public) 


Direct dividend 
constraint (in % of the 
number of contracts) 


0% (except after 
covenant breaches) 


Indirect dividend 
constraint (in % of the 
number of contracts) 


Net worth: 82% 
Gearing/Leverage: 73%/ 
13% 

Gearing/Leverage: 27% 
Asset disposal: 17% 


0% 


Net worth: 67% 
Gearing/Leverage: 72% 


0% (except for private 
companies, MBOs, 
special-purpose lending) 


T% (under special 
circumstances, e.g. 
exploration, oil/gas 
companies) 


Net worth: 70% 
Gearing: 88% 
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10). However, a potential effect of the DP concept 
is not explicitly addressed. 

A different explanation is put forth in this pa- 
per. We conjecture that the lack of direct dividend 
constraints is a consequence of CA regulation on 
profit distribution and capital maintenance. Since 
the DP concept generally implies a dividend 
restriction which automatically protects every debt 
contract, additional dividend covenants may only 
be necessary in so far as to complement or substi- 
tute inadequate legal restrictions. The use of direct 
dividend constraints is especially important in the 
case of private limited companies, when a com- 
pany’s financial position is weak or when conflicts 
of interest are apparent. 


5. Dividend restrictions in Germany 


5.1. Regulation 

In Germany, corporate law imposes restrictions 
on dividends to shareholders. In this section, we 
describe the legal dividend restrictions for the 
stock corporation (Aktiengesellschaft, AG) and the 
limited liability company (Gesellschaft mit be- 
schrdnkter Haftung, GmbH), which are the two 
most important legal forms for corporations in 
Germany.” 

The Stock Corporation Act (Aktiengesetz, 
AktG) in conjunction with the Commercial Code 
(Handelsgesetzbuch, HGB) stipulates a direct div- 
idend constraint. According to 150 and 233 AktG, 
the upper bound on dividends is equal to the so- 
called free reserves (i.e., retained earnings) plus the 
current profit adjusted for any profits or losses car- 
ried forward minus any mandatory or statutory 
increases of the reserves.” Stock corporations have 
to retain 5% of their current profit in the so-called 
legal reserves unless the additional paid-in capital 
and the legal reserve account for at least 10% of 
the subscribed capital. Payouts not in the form of 
dividends are even more severely restricted for 
German stock corporations. Distributions out of 
subscribed capital and additional paid-in capital 
are explicitly prohibited (57 (1) and 230 AktG). 
Subscribed capital may be reduced (ordentliche 
Kapitalherabsetzung) only if creditors are given the 
option to demand additional collateral (225 
AktG). Share repurchases are not common be- 
cause they are allowed only under exceptional cir- 
cumstances (71 AktG), for instance to grant shares 
to employees (see also Rosen and Helm, 1996). Re- 
purchased shares held by the corporation have to 
be capitalised at acquisition costs and shown un- 
der current assets. In addition, an undistributable 


22 See Ordelheide and Pfaff (1994: 23-34), Deutsche Bun- 
desbank (1997: 28-31) and for a comparison with the UK Ed- 
wards and Fischer (1994: 71-88). 

23 For more details see Bitz et al. (1986: 195). 
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reserve for these repurchased shares has to be set 
up (71 (2) AktG and 272 (4) HGB). 

For any dividend date t, the legal dividend con- 
straint for German stock corporations can be writ- 
ten as 


(4) 


with D, as dividends (defined to be the sum of cash 
dividends, share repurchases and other payouts to 
shareholders), NE, as net earnings, z as payout pa- 
rameter (z = 0,95 or 1 depending on the size of 
the legal reserves) and RE,‘ as distributable re- 
serves (including adjustments for profit or losses 
carried forward). To facilitate our later compari- 
son, we rewrite this constraint such that it states 
the upper bound on dividends at any dividend date 
t during the life of a (hypothetical) debt contract: 


D,smax0 a NE, + RE 


£ i 
p sma) a), NE,— Die (5) 
j=0 f=0 
with j = 0 as debt issue date, J = T as debt ma- 
turity,”* and F as a fixed amount equal to all dis- 
tributable reserves at the debt issue date adjusted 
for any profits or losses carried forward.” These 
reserves are equivalent to the ‘dip’ in US con- 
straints in the sense that they provide slack in the 
restriction allowing shareholders to pay liquida- 
tion- or debt-financed dividends equal to F. The 
constraint is negative and cumulative, i.e., retained 
earnings can be paid out at a later date. 

The Limited Liability Company Act (Gesetz be- 
treffend die Gesellschaften mit beschränkter Haf- 
tung, GmbHG) also defines a direct dividend con- 
straint in conjunction with the Commercial Code 
(HGB). This constraint has in principle the same 
structure as the constraint for joint stock corpo- 
rations. According to 30 GmbHG, the upper 
bound on dividends of a limited liability company 
is equal to the reserves plus the current profit ad- 
justed for any profits or losses carried forward (see 
also Ordelheide and Pfaff, 1994: 73). Again, pay- 
outs not in the form of dividends are restricted, 
although not as severely as for stock corporations. 
Distributions to shareholders out of subscribed 
capital are prohibited. In contrast to stock cor- 
porations, 30 GmbHG permits distributions out of 
additional paid-in capital and does not require a 
legal reserve to be built up from profits. Share re- 
purchases are allowed if certain conditions are met 
(33 GmbHG), but as for stock corporations an un- 
distributable reserve for repurchased shares held 


24 See also Figure 1 in the UK section. 

25 Due to this reformulation, further adjustments may be 
necessary to account for stock dividends. They reduce the up- 
per bound given by the term in brackets as the subscribed cap- 
ital is not available for distributions, 
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by the corporation has to be set up (33 (2) 
GmbHG and 272 (4) HGB). 

Both legal dividend restrictions are stated in ac- 
counting terms. They refer to individual and not 
to group accounts. Due to this link, there is a 
strong emphasis on the determination of a distri- 
butable profit and in turn on the prudence princi- 
ple in German accounting regulation. Financial 
accounting rules are set by the legislature and 
stated in the Commercial Code (Handelsgesetz- 
buch, HGB). They are complemented by court 
decisions as well as commentaries by scholars and 
auditors. Financial statements prepared according 
to these rules are then used in the aforementioned 
constraints. In fact, restricting dividends and ‘pre- 
venting any erosion of the nominal capital through 
a conservative determination of profit’ are among 
the primary objectives of the accounting rules per- 
taining to the individual accounts (Ballwieser, 
1995: 1,419). Recognition criteria and valuation 
rules are strongly influenced by this objective. 
Historically, the goal of protecting creditors has 
been one of the main driving forces behind 
German accounting and dividend regulation. 


5.2. Debt contracts 

In Germany, debt is the most prominent exter- 
nal source of finance and bank debt is the most 
important form of debt. We therefore study divi- 
dend restrictions in bank debt contracts. Corpo- 
rate bonds are now practically extinct in Germany 
(Ordelheide and Pfaff, 1994: 36-39). However, 
German parent companies often use foreign capi- 
tal service subsidiaries to raise public debt abroad. 
Since these public debt contracts are generally 
guaranteed by the German parent, we include 
them in our analysis. We also study private debt 
contracts with insurance companies. Although this 
form of debt is of minor importance in Germany, 
these contracts are relevant in our context since the 
use of accounting-based restrictions is generally 
recommended for them. 

In the literature, there are only a few papers ad- 
dressing accounting-based covenants in German 
bank debt contracts, albeit with a different focus 
from ours (Obermiiller, 1987: 134-135, ThieBen, 
1996; Wittig, 1996). They indicate that accounting- 
based covenants are still rarely used in Germany, 
but do not provide any explicit evidence on the 
frequency. Since bank debt contracts are not pub- 
licly available, we conducted semi-structured inter- 
views with eight banks lending to industry, four of 
the largest German banks, a bank specialised in 
lending to industry and three US banks operating 
in Germany, to empirically assess the importance 


26 See Ballwieser (1995: 1,401 and 1,477) for further 
references. 
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and frequency of financial and in particular ac- 
counting-based covenants.?’ 

Three of the banks interviewed already account 
for a market share of more than 17%, measured 
in terms of balance sheet totals of all German 
banks. The rationale for including US banks in 
the sample is to see whether their contracting prac- 
tice in Germany is different from the practice of 
German banks given that accounting-based cove- 
nants are common in US debt agreements. Based 
on the results reported below, we feel that our in- 
terviews provide a comprehensive picture of 
German contracting practice with respect to divi- 
dend restrictions and that an analysis of the actual 
agreements would not add much to our study. 

The main result is that none of the banks uses 
a direct dividend constraint in their debt contracts 
with corporations. All banks include indirect ac- 
counting-based covenants only in the context of, 
for instance, management buy-outs, structured 
and project financing or when the borrower has a 
low credit rating, but not in their standard debt 
agreements. In the former cases, minimum net 
worth, leverage or minimum cash flow constraints 
are negotiated. The contracts generally do not tai- 
lor German GAAP. Overall, the answers received 
suggest a uniform practice with respect to dividend 
constraint. 

Given the US and UK evidence, the lack of ac- 
counting-based and in particular direct dividend 
constraints in most German bank debt contracts 
may seem surprising. Considering, however, that 
all corporations face a direct dividend constraint 
stipulated by corporate law, a contractual con- 
straint may be superfluous. Thus, we interpret our 
findings as evidence that German legal restrictions 
sufficiently restrict dividends and other forms of 
payouts. To further ‘test’ this hypothesis, we asked 
in our interviews whether legal dividend con- 
straints and capital maintenance requirements are 
explicitly taken into account when formulating the 
debt contract and whether they are considered 
sufficient. All but one German bank indicate that 
they view the legal constraints as sufficient in con- 
junction with other provisions and instruments 
used. Interestingly, two of the three US banks also 
view the legal dividend constraints for corpora- 
tions as sufficient.” Overall, the answers of US 
bankers are consistent with the answers provided 
by German bankers. `: 


27 The interviewees were promised anonymity. Therefore, 
their names are not provided in this paper. The interviews took 
place between December 1996 and May 1997. 

28 The calculation is based on data provided in Edwards and 
Fischer (1994: 108). 

29 The third US bank interviewed does not engage in stan- 
dard debt agreements with German corporations. They pri- 
marily participate in syndicated international loans for which 
US or UK contracts are used. 
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We further asked whether the debt covenants 
for corporations are different from those for un- 
incorporated firms. The logic behind this question 
is that German corporations face the legal divi- 
` dend constraint described whereas unincorporated 
firms do not.” This difference in legal dividend re- 
strictions may impact on contracting practice de- 
spite differences in legal liability between corpo- 
rations and unincorporated firms. In fact, all the 
German banks in our sample indicate that for un- 
incorporated firms some form of payout constraint 
(Darlehensbelassungserklarung and Kommanditrey- 
ers) is usually negotiated in the debt agreement 
(for Kommanditrevers see Obermiiller, 1987: 
61-71); the US banks interviewed do not lend to 
unincorporated firms. These findings are con- 
sistent with the hypothesis that legal restrictions 
for corporations are in fact relevant and that con- 
tractual constraints are chosen to complement le- 
gal ones. 

One alternative interpretation for the apparent 
lack of dividend constraints in Germany is that the 
contracting parties foresee problems with German 
accounting numbers, e.g. because they are too dis- 
cretionary due to hidden reserves, and hence re- 
frain from using them to formulate covenants. 
However, we find no indication for this hypothesis 
in the answers received. The contracting practice 
with unincorporated firms suggests the opposite. 
Even the US banks lending to German corpora- 
tions assert the relevance of the legal constraints. 
Furthermore, German accounting numbers are 
used to formulate contractual restraints in special- 
ised debt agreements (e.g. project financing). 

The lack of accounting-based covenants in 
German bank debt agreements also has to be con- 
sidered within the context of alternative instru- 
ments used to secure debt. German banks fre- 
- quently use mon-accounting-based provisions to 
protect their debt agreements, e.g. collateral, neg- 
ative pledge clauses or project tying of funds,*! of 
which collateral seems to be the most important 
item.? Another important peculiarity of the 
German bank debt agreements is the General 
Terms and Conditions (Allgemeine Geschaftsbed- 
ingungen, AGB) which generally form the basis of 
every bank debt agreement (Jährig and Schuck, 
1990: 95; Rudolph, 1978: 1026-1028). 


30 Although dividends are restricted for unincorporated firms 
(121 HGB) as well, the ‘subscribed capital’ can be reduced at 
any time by mutual consent of the equityholders (122 (2) 
HGB). Hence, an effective legal payout constraint does not 
exist. 

31 See Rudolph (1985), Oelschldger (1971: 114), Jährig and 
Schuck (1990: 100). 

32 For example, Edwards and Fischer (1994) state that *.,.in 


- the 1980s, almost all long-term bank loans, and nearly 70% (by 


loan volume) of short-and medium-term bank loans, were 
made on a collateralized basis.’ 
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The AGB issued by the association of German 
banks are identical from bank to bank and specify 
covenants that apply to every individual contract. 
Section 13 (1) of the AGB gives the bank a general 
right to demand collateral. Section 13 (2) states 
that the bank has this right at any time during the 
life of the contract after an adverse change in the 
financial situation of the borrower. If the bank de- 
mands additional collateral in this situation which 
is not granted by the borrower, Section 19 (3) stip- 
ulates that the bank has the right to call the debt. 
Moreover, if the deterioration of the borrower’s 
financial situation is material, the bank always has 
the right to call the debt (AGB Section 19 (3); 
Hauser, 1995). Indicators for a material adverse 
change that are accepted in court are, for example, 
a significant decrease in shareholders’ equity or in 
liquidity, or when a loss is reported for successive 
years. (G6ssmann et al., 1993: 1/243; Wittig, 1996). 

As a consequence of the AGB, German banks 
do not have to negotiate financial covenants to 
have a trigger for renegotiations. However, ac- 
counting-based covenants would enable the bank 
to precisely specify the trigger, i.e., what consti- 
tutes a material adverse change in the financial sit- 
uation of the borrower. But if such a change oc- 
curs and it is not picked up by the covenants, the 
bank has no longer the rights laid down in the 
General Terms and Conditions (Wittig, 1996). 

Clearly, there is a trade-off. Problems may 
especially occur when the borrower already has a 
bad financial standing at the time of debt issue. In 
these cases, it might be difficult to define the oc- 
currence of a material adverse change (in the sense 
of the AGB) and financial covenants might be 
advantageous. Our interviewees indicate that ac- 
counting-based covenants are in fact negotiated in 
these exceptional cases. The conjecture that the 
AGB substitute for indirect (or affirmative) ac- 
counting-based covenants was largely confirmed in 
the interviews, although there may be other rea- 
sons why financial covenants are not yet as preva- 
lent in Germany (ThieBen, 1996). This feature of 
German bank debt contracts does not explain the 
lack of direct dividend constraints. 

It should be mentioned that there are other pe- 
culiarities of the German universal banking system 
such as equity participations by banks, their rep- 
resentation on boards and the proxy voting system 
(Mayer and Alexander, 1990; Ordelheide and 
Pfaff, 1994: 44) that might mitigate debt-related 
incentive problems and hence reduce the need for 
contractual dividend constraints in Germany. 

We also studied a sample of public debt con- 
tracts. Since German firms rarely issue public debt 
we include foreign capital service subsidiaries of 
German parent companies in our sample.» It in- 


33 All foreign subsidiaries in our sample are Dutch, although 
the sample is selected randomly. The Netherlands are chosen 
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cludes 19 prospectuses from 1986 to 1992. The 
debt contracts studied account for approximately 
8% of the total number of public debt issues over 
this six-year period.” Our sample comprises two 
bonds of German corporations, 15 of foreign sub- 
sidiaries of German corporations and two of sub- 
sidiaries of unincorporated German firms. The 
first 17 bonds are randomly selected. The last two 
bonds are to our knowledge the only two cases 
where subsidiaries of unincorporated German 
firms issued public debt over the period analysed 
and are chosen because unincorporated firms do 
not face a legal direct dividend constraint. 

We do not find any accounting-based restrictions 
in the debt contracts of foreign subsidiaries of 
German corporations. However, there are non-ac- 
counting-based provisions, such as negative 
pledge, pari-passu and cross-default clauses (ap- 
plying to both the subsidiary and the parent com- 
pany) and guarantees of the parent company, in 
all debt agreements. The two contracts of German 
corporations (No. 8 and 11 in Table 4) also have 
negative pledge clauses, but in addition contain fi- 
nancial ratio covenants and restrictions on the dis- 
posal of assets. 

The subsidiaries of unincorporated firms have es- 
sentially the same non-accounting-based cove- 
nants. In one agreement, we find a constraint 
directly restricting dividends to shareholders of the 
parent company (No. 18 in Table 4). This finding 
is in line with our expectations given that the un- 
incorporated parent company does not face a legal 
constraint. The evidence summarised in Table 4 
further supports the conjecture that legal direct 
dividend constraints for German corporations 
substitute for contractual dividend constraints 
commonly found in other countries. As for the 
bank debt contracts, we find that non-account- 
ing-based covenants are frequently used in public 
debt contracts while accounting-based covenants 
are rare. 

An exception to this rule are (private) debt con- 
tracts with insurance lenders (Schuldscheindarle- 
hen). Parts of the funds raised by insurance com- 
panies are invested by lending to other businesses. 
These investments of insurance companies are reg- 
ulated by the Supervision of Insurance Companies 
Act (Versicherungsaufsichtsgesetz, VAG) with the 
objective to protect the funds of insured parties. 
Generally, debt has to be secured by land charge. 
If debt cannot be secured by land charge, then ac- 
cording to a recommendation issued by the 
association of German insurance companies (Bald 
et. al., 1994) a negative pledge clause and the fol- 


by the German parent companies for several reasons (e.g. 
taxes). See Ammelung and Schneider (1996). 

% Sample selection and calculations are based on data pro- 
vided by Deutsche Finanzdatenbank (DFDB), Aachen-Karls- 
ruhe-Mannheim. l 
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lowing accounting-based covenants should be ne- 
gotiated: minimum return on total investment, 
debt-to-cash flow ratio and debt-to-equity ratio. 
Furthermore, some specific definitions are pro- 
vided: e.g., off-balance sheet items are included 
and pension liabilities are excluded from total 
debt, but accounting rules themselves are not tai- 
lored. Note that a direct dividend constraint is not 
stipulated. This again confirms the results reported 
for bank and public debt agreements. 

Our results can be summarised as follows: all 
corporations face a legal direct dividend constraint 
in Germany. Hence, we find no direct dividend 
constraints in debt agreements with corporations. 
Indirect dividend constraints are used only in spe- 
cific cash-based debt agreements and if the lender 
is an insurance company. For standard bank debt 
contracts, the General Terms and Conditions 
(AGB) provide a similar trigger for renegotiation 
as accounting-based covenants. For debt contracts 
with unincorporated firms, a direct dividend con- 
straint is sometimes negotiated as these firms do 
not face effective legal dividend constraints. 


6. International comparison 


Agency theory maintains that dividend constraints 
are used in order to reduce debt-related incentive 
conflicts. Considering that these incentive prob- 
lems are likely to be prevalent to some degree in 
all countries, we are not surprised to find various 
dividend restrictions in the US, the UK and Ger- 
many.” It is perhaps more surprising that these 
restrictions are quite similar. However, this be- 
comes apparent only if legal as well as contractual 
restrictions are included in the comparison. In all 
countries, distributions are limited irrespective of 
whether they are made in the form of cash divi- 
dends, share repurchases or capital reductions. 
Furthermore, we find that in all three countries 
corporations face a direct dividend constraint—al- 
though of different origin—and that the shape of 
this constraint is very similar (see Figure 2). That 
is, the direct restriction is based on net earnings 
and stated as a cumulative and negative 
constraint.* 

A (minor) difference arises with respect to the 
treatment of mew equity issues (i.e. after j=0), 
which increase the reservoir of payable funds only 
in the US. This follows from the fact that the Brit- 
ish and the German constraints are specified for 


35 However, as mentioned in Section 5.2, country-specific 
features of the governance structure may reduce the need for 
contractual dividend constraints. 

36 In the UK and Germany, legal restrictions refer to net 
earnings in the individual accounts, whereas in the US con- 
tractual restrictions are generally based on group accounts. 
Note also that considerable differences may arise depending on 
se net earnings are calculated. This is discussed further 
below. 
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Table 4 
Sample of public debt agreements 


01 


13 


14 


15 


16 


17 


Subsidiaries of German unincorporated firms: 


18 


19 


Subsidiaries of German 
corporations 


Lufthansa International Finance 
N.V., Curacao, Dutch Antilis 


Daimler-Benz International 
Finance B.V., Utrecht, 
Netherlands 


Heraeus International Finance 
B.V., Wijk bij Duurstede, 
Netherlands 


Metallgesellschaft Finance B.V., 
Amsterdam, Netherlands 


Wella International Finance B.V., 
Amsterdam, Netherlands 


Degussa International Finance 
N.V., Amsterdam, Netherlands 


Hoesch International Finance 
B.V., Haarlem, Netherlands 


Viag AG, Berlin/Boon, Germany 


Wella International Finance B.V., 
Amsterdam, Netherlands 


Dräger Finance B.V., Zoetermeer, 
Netherlands 


Fuchs Petrolub AG, Mannbeim, 
Germany 


Volkswagen International Finance 
N.V., Amsterdam, Netherlands 


Feldmühle Finance B.V., Gennep, 
Netherlands 


Volkswagen International Finance 
N.V., Amsterdam, Netherlands 


Daimler-Benz Interational 
Finance B.V., Utrecht, 
Netherlands 

Spar Internationale Financiering 
B.V., Amsterdam, Netherlands 


Kaufhof Plus Finance B.V., 
Amsterdam, Netherlands 


Trumpf Finance N.V., 
Amsterdam, Netherlands 


Würth Finance International 
B.V., Amsterdam, Netherlands 


Year/ Mill 
DEM 


1986/750 


1986/500 


1986/75 


1986/150 


1986/130 


1987/200 


1987/150 


1987/150 


1988/50 


1988/70 


1988/30 


1989/200 


1989/200 


1989/300 


1990/200 


1991/90 


1992/200 


1988/50 


1990/100 


Debt covenants 


negative pledge clause of subsidiary / negative pledge clause, 
guarantee of Deutsche Lufthansa AG 

negative pledge clause, cross-default-clause of subsidiary / 
negative pledge clause, guarantee of Daimler-Benz AG 


negative pledge clause, cross-default-clause of subsidiary / 
negative pledge clause, guarantee of Heraeus Holding GmbH 


pari passu clause, negative pledge clause, cross-default-clause of 
subsidiary / negative pledge clause, guarantee of 
Metallgesellschaft AG 

cross-default-clause, negative pledge clause of subsidiary / cross- 
default-clause, negative pledge clause, guarantee of Wella AG 


negative pledge clause, cross-default-clause of subsidiary / 
negative pledge clause, guarantee, cross-default-clause of Degussa 
AG 


negative pledge clause, cross-default-clause of subsidiary / 
negative pledge clause, guarantee, cross-default-clause of Hoesch 
AG 


restrictions on the disposal of assets, maintenance of several 
financial ratios, negative pledge clause of Viag AG 
pari passu clause, cross-default-clause, negative pledge clause of 


subsidiary / cross-default-clause, negative pledge clause, 
guarantee of Wella AG 


pari passu clause, cross-default-clause, negative pledge clause of 
subsidiary / negative pledge clause, guarantee of Dragerwerk AG 
restrictions on the disposal of assets, maintenance of financial 
ratios (e.g. leverage), negative pledge clause of Fuchs Petrolub 
AG 


cross-default-clause, negative pledge clause of subsidiary / cross- 
default-clause, negative pledge clause, guarantee of Volkswagen 


' AG 


negative pledge clause, cross-default-clause of subsidiary / 
negative pledge clause, cross-default-clause, guarantee of 
Feldmithle AG 


cross-default-clause, negative pledge clause of subsidiary / cross- 
default-clause, negative pledge clause, guarantee of Volkswagen 
AG 


cross-default-clause, negative pledge clause of subsidiary / 
negative pledge clause, guarantee of Daimler-Benz AG 


pari passu clause, negative pledge clause, cross~-default-clause of 
subsidiary / negative pledge clause, cross-default-clause, 
guarantee of Spar-Handels-AG 


pari passu clause, cross-default-clause, negative pledge clause of 
subsidiary / negative pledge clause, guarantee of Kaufhof 
Holding AG 


pari passu clause, cross-default-clause, negative pledge clause of 
subsidiary / cross-default-clause, negative pledge clause, 
guarantee of Trumpf GmbH & Co. KG and direct divided 
constraint for Trumpf GmbH & Co. KG” 


cross-default-clause, negative pledge clause of subsidiary / cross- 
default-clause, negative pledge clause, guarantee of Adolf Würth 
GmbH & Co. KG 


3 This direct dividend constraint refers to the parent company. When equity is less than 20% of total assets, payouts to 
shareholders are restricted. l 
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Figure 2 
Components of direct dividend constraints 


USA/UK/Germany 
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USA 





any point in time of the corporation’s life. That is, 
the constraints do not refer to a particular debt 
contract and thus can make no distinction between 
proceeds from issuing equity before or after a spe- 
cific debt issue. 

Similarly, the dip F has a different interpreta- 
tion depending on the time horizon of the con- 
straint. Due to our reformulation of the legal con- 
straints in the UK and Germany (see Sections 4.1 
and 5.1), the dip is equal to the sum of distribut- 
able reserves at the time of debt contracting, 
whereas in the US the dip is a constant amount 
specified in the debt contract. Whether this in fact 
is a (material) difference depends on the size of the 
corporation’s retained earnings at the time of debt 
contracting in comparison to the typical dip in US 
contracts. Kalay (1982: 216) reports that the size 
of the dip ranges from 0 to 8.7 times annual earn- 
ings while the mean is slightly greater than annual 
earnings. 

The main differences in our comparison arise 
with respect to the origin of the constraint. In the 
US, the effective direct dividend constraint is 
generally found in a debt contract while the legal 
constraints are weak and incoherent. In contrast, 
in the UK and Germany, corporate law stipulates 
a constraint while no direct constraint is used in 
debt contracting. This pattern suggests that con- 
tractual restrictions complement legal restrictions. 
This conjecture is further supported by the 
observation of contractual dividend constraints for 
unincorporated firms in Germany, for which there 
is no legal direct constraint, and for private limited 
companies in the UK, for which only a weak form 
of capital maintenance is required. 

This observation is in contrast to German and 
British contracting practice with corporations. We 
find that direct dividend constraints are included 
in debt contracts whenever legal constraints are 
weak or missing, as in the US or for unincorpor- 
ated firms in the UK and Germany. Thus, the 
comparison suggests that the contracting parties in 
the UK and Germany view the /egal direct con- 
straints stipulated for corporations as sufficiently 
restricting dividends. This is noteworthy, as in- 
direct dividend constraints, which may in principle 
further tighten the upper bound on dividends, are 
allegedly used in contracts for a different purpose. 


For all three countries, it is claimed that the in- 
direct restrictions are included to provide an early 
warning signal and trigger for renegotiations, 
which also explains why they are described as af- 
firmative constraints (Dhaliwal, 1980; Day and 
Taylor, 1995a; Wittig, 1996). 

Comparing the evidence on indirect account- 
ing-based constraints, we find that they are a com- 
mon feature of US debt contracts and frequently 
used in British debt contracts. In both countries, 
the number of indirect constraints is lower for 
public (versus private) debt, short term (versus 
long term) debt and asset-backed (versus cash 
flow) lending. In Germany, indirect dividend re- 
strictions are rarely used in standard debt agree- 
ments, which are often asset-backed, but are found 
in specific financing arrangements (e.g., MBOs).?’ 
However, there are contractual provisions in Ger- 
many that give similar rights to debtholders as in- 
direct dividend constraints. The General Terms 
and Conditions (AGB) used in (almost) every 
German bank debt contract can be viewed as sub- 
stitutes for accounting-based covenants specifying 
ratios and minimum balances. For instance, as dis- 
cussed in Section 5.2, the AGB provide a trigger 
for renegotiating a bank debt contract analogous 
to an indirect dividend constraint in the US and 
UK. Thus, in all countries, firms face a negative 
constraint directly restricting dividends and affir- 
mative constraints providing a trigger for renego- 
tiation. Table 5 summarises our comparison and 
indicates where the effective accounting-based con- 
straints are found. 

In principle, direct and indirect restrictions are 
based on accounting numbers determined accord- 
ing to the generally accepted accounting principles 
(GAAP) of the respective country. This set of rules 
may then be adapted either by the regulator (UK 
and California) or by the contracting parties (UK. 
and US) for the purpose of determining the upper 
bound on dividends. The tailoring is less pro- 
nounced in UK debt contracts. There, however, | 
the law provides a direct constraint that refers with 
the DP to a profit concept that differs from the 
published accounting profit in some important re- 





37 Similarly, Citron et al. (1997: 283) report that covenants 
are more frequently used in MBO lending in the UK. 
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Table 5 


Comparison of accounting-based payout constraints for corporations across countries 


UK 


Dividend constraint Direct 


Regulation @ 


Private 
Debt 


contracts Public 


Indirect 


USA Germany 


Direct Indirect Direct 
! @ 


Indirect 


' various restrictions in state law exist, but are less generally binding than contractual restrictions 
2 except for MBOs, MBIs, project financing and insurance company debt as well as not specifically 
accounting-based constraints in the General Terms and Conditions of bank debt 


spects. So some sort of tailoring for the purpose 
of restricting dividends already occurs on the level 
of legal restrictions (as in California; see Section 
3.1). 

It is remarkable that tailoring of accounting 
numbers is particularly found in the US and the 
UK, which allegedly have more investor-oriented 
and less conservative accounting systems. In Ger- 
many, where financial accounting is primarily 
geared towards the prudent calculation of a dis- 
tributable profit that is then used to specify a legal 
upper bound on dividends, there are no direct div- 
idend constraints and (consequently) no modifi- 
cations of GAAP in debt contracts. In those rare 
cases where there are indirect dividend constraints 
in Germany, tailoring is infrequent and limited to 
specifically and narrowly defining the numerator 
and denominator of accounting ratios. The mod- 
ifications of GAAP in the US and UK may pre- 
scribe the use of different accounting rules as well 
as specific definitions for accounting ratios. Fre- 
quent modifications in private debt contracts are 
to exclude intangibles and goodwill from the cal- 
culation of net worth (or shareholders’ equity), to 
extend the use of provisions for contingent losses 
and to prohibit the use of the equity method and 
asset revaluations above historical cost. 

These contractual modifications, the exclusion 
of goodwill, capitalised research and development 
expenses and deferred charges under California 
Corp. Code 500 (b)(1) as well as the use of the DP 
in the UK generally lead to a tighter upper bound 
on dividends and hence can be characterised as 
conservative. Under German GAAP, the distri- 
butable profit is prudently calculated in the indivi- 
dual accounts and involves excluding self-gener- 
ated intangibles, using an extensive definition for 
contingencies and prohibiting the equity method 
of accounting for associates as well as asset reval- 
uation above historical cost. 

These accounting principles seem to be univer- 
sally of concern when restricting dividends, i.e. de- 
termining a distributable profit. Thus, at the level 





considered, the similarities in calculating an upper 
bound on dividends are remarkable. We do not 
suggest, however, that there are no differences in 
the way (distributable) profit is calculated in each 
country. In fact, at a more in-depth level, there are 
still marked differences—for instance, in the un- 
derlying concepts of realisation, but this issue is 
left to future research. 


7. Conclusions and suggestions for future 
research 


In this paper, we study legal and contractual div- 
idend restrictions in the US, UK and Germany. 
Our comparison documents interdependencies be- 
tween regulation and contracting processes and 
highlights several similarities and differences in the 
dividend restrictions imposed on corporations in 
these countries. Given the substantial differences 
in the institutional frameworks, the similarities 
found are perhaps more surprising than the 
differences. 

In all three countries, corporations face direct 
dividend constraints that are similar in their struc- 
ture, e.g. earnings-based, but different in their or- 
igin. In the US, direct dividend constraints are 
mainly contractual, in the UK indirect contractual 
restrictions complement the legal direct dividend 
constraints and in Germany direct dividend con- 
straints are almost exclusively legal. This com- 
parison suggests a complementary relationship be- 
tween legal and contractual dividend constraints 
for all three countries. Furthermore, legal and con- 
tractual dividend constraints in all three countries 
are generally based on GAAP, although the rules 
and accounting numbers are sometimes modified 
by the constraints. Interestingly, the number and 
extent of the modifications are particularly pro- 
nounced for those accounting systems that are 
generally characterised as more investor-oriented 
and less conservative. 

Finally, several caveats are in order: In the UK, 
the role of DP needs to be further investigated in 
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order to better understand whether it is in fact 
complementary to dividend restrictions in debt 
contracts. Although the banks interviewed com- 
prise more than 17% of the balance sheet totals of 
all German banks, and the public debt agreements 
analysed account for 8% of all public debt issues 
over a six-year period, our findings for Germany 
are based on samples that are small in absolute 
number due to data limitations. It should be kept 
In mind that we only use our results to establish 
the widespread lack of accounting-based and, in 
particular, direct dividend constraints In Germany. 

Future research could extend our comparison to 
other countries, in particular other continental 
European countries. It is also be interesting to see 
whether recent and future changes in the German 
and other European accounting systems towards 
more investor-oriented financial reporting will lead 
to more contractual restrictions as our comparison 
suggests. Accounting systems throughout the 
world are moving away from the notion of a dis- 
tributable profit for published financial statements. 
For instance, equity valuation in the individual ac- 
counts and mark-to-market valuation are part of 
a larger development towards more investor-ori- 
ented accounting systems. The problem restricting 
dividends, which was especially important in the 
early stages of accrual accounting in Europe as 
well as the US and the development of conserva- 
tism, seems to be pushed from financial accounting 
into debt contracting. The determination of an up- 
per bound on dividends is increasingly left to the 
contracting parties. As this development contin- 
ues, we expect to see more contractual constraints 
restricting dividends and more tailoring of GAAP 
in the future. First signs of this development can 
be seen in the growing discussion of financial cov- 
enants in the German literature, although not yet 
for the purpose of restricting dividends. 
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The Determinants of Managerial 
Accounting Policy Choice: Further 


Evidence for the UK 


Steven Young* 


Abstract—This paper combines an accruals-based measure of accounting discretion with a multivariate modelling 
framework as a means of generating more appropriately specified tests of the determinants of managerial accounting 
policy choice. Findings suggest that smoothing considerations account for the majority of cross-sectional variation 
in the degree of accounting discretion. Evidence is also presented that managers employ accounting choices to (i) 
signal expected future cash flow performance and (ti) reduce the probability of debt covenant violation, as captured 
by the leverage ratio. However, the strength of the relation between leverage and accounting policy choice is shown 
to vary across the sample period, possibly reflecting changes in the probability of debt contract violation for the 
average sample firm over time. Limited evidence is also presented which suggests that the magnitude of the associa- 
tion between discretionary accruals activity and leverage, ownership, and smoothing may be conditional on prior- 


period accrual activity. 


1. Introduction 


This paper explores the determinants of manage- 
rial accounting discretion for a large sample of UK 
industrial firms in contrasting periods of economic 
performance. Accounting policy choice and its role 
in management’s external reporting strategy is a 
central issue in financial reporting. However, de- 
spite considerable effort, the fundamental deter- 
minants of accounting policy choice have proved 
difficult to isolate. Commenting on the failure of 
prior work to document consistent results, Foster 
(1986) suggests that poorly specified tests may be 
partly responsible. Two acknowledged sources of 
misspecification in prior work stem from (i) the 
measurement of accounting discretion and (ii) cor- 
related omitted variables. This study aims to pres- 
ent additional evidence as to the determinants of 
managerial accounting discretion by combining an 
accrual-based measure of accounting choice with 
a multivariate modelling approach in an attempt 
to improve the specification of the empirical 
model x 


* The author is ESRC Research Fellow at the University of 
Lancaster. The helpful comments of K. V. Peasnell and two 
anonymous referees are gratefully acknowledged. Corre- 
spondence should be address to Dr Young, Department 
of Accounting and Finance, The Management School, 
Lancaster University, Lancaster, LA1 4YL. E-mail 
s.young@lancaster.ac.uk. This paper was first submitted in Oc- 
tober 1996 and finally accepted in November 1997. 


Early work directed at identifying the determi- 
nants of accounting policy choice employed mul- 
tivariate techniques to explain individual account- 
ing method choices in terms of a range of firm 
specific characteristics! While this approach al- 
lows for interactions between competing demands 
on management’s accounting discretion, the failure 
of individual methods to adequately reflect the 
complete set of accounting choices available to 
management results in a test of relatively low 
power (Watts and Zimmerman (1990)). Recognis- 
ing that managers possess a range of techniques 
for increasing (decreasing) reported income, Healy 
(1985) used total accruals as a proxy for account- 
ing choice on the grounds that accruals aggregate 
into a single measure the net effect of numerous 
accounting policies. Following Healy (1985), con- 
temporary studies have employed accruals-based 
measures of accounting discretion as a means of 
improving the specification of the accounting 
choice proxy (e.g. DeFond and Jiambalvo, 1994; 
Holthausen, Larcker and Sloan, 1995; Perry and 
Williams, 1994). In general, however, these studies 
have adopted a univariate modelling approach. 
Consequently, unless the event under consider- 
ation represents the fundamental determinant of 
accruals activity, this approach will also yield mis- 
specified tests due to the omission of important 
explanatory variables. 


! See Holthausen and Leftwich (1983) and Watts and Zim- 
merman (1986) for a comprehensive review of this literature. 
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Building on the results of prior work, this study 
models the cross-sectional variation in discretion- 
ary accrual activity as a function of three account- 
ing choice motivations; costly contracting (proxied 
by leverage and managerial equity ownership); in- 
come smoothing (measured as non-discretionary 
earnings relative to target earnings); and informa- 
tion signalling (proxied by the magnitude of cur- 
rent period investment expenditure). Consistent 
with contemporary accounting choice research, 
discretionary accruals are estimated using a 
variant of the regression-based expectations pro- 
cedure proposed by Jones (1991). In contrast to 
prior work, however, this study also controls for 
documented sources of measurement error in es- 
timated discretionary accruals as a means of fur- 
ther improving the specification of the empirical 
tests. 

Findings indicate that smoothing considerations 
account for the majority of cross-sectional varia- 
tion in the degree of accounting discretion. Evi- 
dence is also presented that managers employ their 
accounting discretion as a means of (i) signalling 
expected increases in future cash flows, and (ü) re- 
ducing the probability of debt covenant violation. 
However, the strength of the relation between the 
empirical proxy for debt covenant violation and 
discretionary accruals is shown to vary across dif- 
ferent estimation periods, possibly reflecting time 
series changes in the probability of financial dis- 
tress for the average sample firm. A striking fea- 
ture of the results is the relatively poor explana- 
tory power of the costly contracting variables as a 
group. 

While improved model specification represents a 
primary objective of the study, the paper contrib- 
utes to existing work in a number of additional 
respects. First, unlike prior accrual-based tests 
which employ highly idiosyncratic samples, the 
present focus is broad in nature, thereby address- 
ing concerns over the general credibility of UK fi- 
nancial statement data (e.g. Cadbury Report, 
1992). Secondly, the cross-sectional analysis is 
conducted for contrasting periods of economic 
performance in order to assess possible time series 
variation in the incentives underlying accounting 
choice. Finally, the sensitivity of the findings to the 
self-reversing property of accounting accruals is 
examined. 

The remainder of the paper is organised as fol- 
lows: Section 2 discusses the potential determi- 
nants of accounting policy choice; Section 3 de- 
scribes the measurement of accounting discretion, 
while Section 4 provides details of sample selection 
procedures and variable measurement. Empirical 
results are reported in Section 5 and Section 6 con- 
cludes the paper. 
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2. Hypotheses 


In this study, managers are assumed to face a 
range of competing incentives for accounting dis- 
cretion, with the sign and magnitude of their final 
choice reflecting a trade-off between the costs and 


- benefits associated with each alternative. For con- 


venience, the following discussion groups these 
competing motivations into three broad cate- 
gories: costly contracting theories; income smooth- 
ing; and information signalling.’ 


2.1. Costly contracting theories 

The role of accounting numbers in firms’ con- 
tractual arrangements (both implicit and explicit) 
provides one incentive for managers to exercise 
their accounting discretion. For example, Smith 
and Warner (1979) discuss the use of accounting 
numbers in debt contracts as a means of restricting 
wealth transfers between shareholders and bond- 
holders. As firms approach their accounting-based 
debt covenant restrictions, managers are hypoth- 
esised to employ income-increasing accounting 
choices to circumvent or delay costly contractual 
violation. Using the gearing ratio as a proxy for 
the probability of debt contract violation, the 
debt-equity hypothesis predicts that accounting 
choice is positively associated with leverage. 

Accounting numbers are also commonly em- 
ployed in managerial compensation contracts 
(Healy, 1985). When managerial wealth is tied 
directly to reported earnings, managers are hy- 
pothesised to employ accounting procedures that 
shift reported earnings from future to current per- 
iods in an attempt to maximise their current period 
income (Watts and Zimmerman, 1986). The com- 
pensation hypothesis predicts a positive associa- 
tion between accounting choice and the existence 
of an earnings-based bonus plan.’ Since detailed 
compensation plan data are difficult to obtain, a 
number of prior studies have exploited the nega- 
tive association between managerial equity own- 
ership and the probability of an earnings-based 
bonus plan and tested the related hypothesis that 
accounting choice is negatively associated with the 


2 These groupings have been adopted merely to simplify the 
discussion and are not meant to represent mutually exclusive 
categories. In reality, there is likely to exist considerable over- 
lap between these groupings. For example, the rationale for 
income smoothing has been attributed to managerial attempts 
to signal the permanent component of earnings (Chaney and 
Lewis, 1994; Subramanyan, 1996). Similarly, Holthausen 
(1990) discusses the information signalling hypothesis within a 
costly contracting framework. 

3 Healy (1985) demonstrates that, as a result of upper and 
lower bounds on the level of carnings-related bonuses payable 
to management, the relation between accounting choice and the 
level of reported earnings is non-linear. I explore this issue in 
Section 5.3. of the paper. 
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Jevel of managerial equity ownership (Niehaus, 
1989; Dempsey, Hunt and Schroeder, 1993).4 

Watts and Zimmerman (1986) discuss how ac- 
counting numbers indirectly affect the extent to 
which a firm is criticised or supported by consum- 
ers, employees and politicians. As a result, man- 
agers of politically visible firms are predicted to 
favour income-decreasing accounting choices as a 
means of affecting the probability of taxes being 
imposed or subsidies being granted.’ Extant 
empirical tests have employed size as a crude 
proxy for political visibility on the assumption that 
large firms attract greater media attention and 
have relatively large wealth transfers imposed on 
them. The size hypothesis predicts a negative 
association between accounting choice and firm 
size. However, as Christie (1990) discusses, the size 
hypothesis is problematic to the extent that firm 
size may proxy for a range of additional (unspeci- 
fied) factors. Therefore, while a measure of firm 
size is employed in the subsequent tests, its inclu- 
sion is motivated as a means of controlling for the 
well-established correlation between size and ac- 
counting choice (Watts and Zimmerman, 1990), 
rather than as a direct attempt to test the political 
cost hypothesis. 


2.2. Income smoothing 

As an alternative to the costly contracting the- 
ories, the income-smoothing hypothesis predicts 
that managerial accounting choice is driven by the 


desire to minimise volatility in the reported income 


stream. A number of possible explanations have 
been proposed to justify management’s preference 
for a stable earnings number. For example, Ronen 
and Sadan (1981) suggest that managerial incen- 
tives to maximise compensation may underlie in- 
come smoothing. More recently, Chaney and 
Lewis (1994) and Easton and Zmijewski (1989) ar- 
gue that smoothed earnings allow shareholders to 
better assess the permanent component of current 
earnings. Alternatively, Trueman and Titman 
(1988) motivate income smoothing on the grounds 
that it leads claimholders to perceive lower cash 
flow volatility, thereby lowering the firm’s cost of 


4 An alternative theoretical argument supporting a negative 
association between accounting choice and managerial equity 
ownership is rooted in the managerial economics literature and 
is based on the view that managers face powerful incentives to 
report accounting income in the most favourable way in order 
to reduce the probability of removal, either by shareholder vote 
or takeover (Demsetz, 1983). Empirical evidence suggests that 
the removal of an incumbent manager is negatively related to 
managerial equity ownership (Shivdasani, 1993), leading to the 
prediction of a negative association between accounting choice 
and managerial equity ownership. 

5 As Holthausen and Leftwich (1983) discuss, the link be- 
tween political visibility and accounting numbers is the most 
tentative of all the economic consequence explanations because 
the linkage does not depend on any explicit contract to which 
the firm is a party. 
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capital. A consistent theme throughout these 
studies, however, is the basic prediction that man- 
agers smooth earnings towards some pre-deter- 
mined target level. The income smoothing hypo- 
thesis predicts income-increasing (decreasing) 
accounting choices when pre-discretionary earn- 
ings are below (above) target earnings. 


2.3. Signalling 

Holthausen (1990) argues that if managers have 
a comparative advantage in providing firm-specific 
information, one would expect them to be com- 
pensated in part on the basis of their ability to 
provide information about the firm’s future cash 
flows. Assuming that management possesses (i) su- 
perior knowledge regarding future cash flows and 
(ii) powerful imcentives to communicate that 
knowledge to uninformed parties, the information 
signalling hypothesis predicts that managers make 
accounting choices to reveal their expectations re- 
garding the firm’s future cash flow stream. Sub- 
ramanyam (1996) provides evidence consistent 
with the notion that managers employ their ac- 
counting discretion to signal future performance. 

One situation likely to satisfy both precondi- 
tions for information signalling is during periods 
of heavy investment expenditure. Investment in 
plant and equipment, R&D, market share, etc., of- 
ten increases future income at the expense of cur- 
rent earnings performance (Murphy and Zimmer- 
man, 1993; Stein, 1989). Since reduced current 
period reported earnings increase the likelihood of 
managerial replacement (Weisbach, 1988), man- 
agers engaged in large-scale investment pro- 
grammes are hypothesised to face powerful incen- 
tives to signal expected future cash flow benefits 
by selecting income-increasing accounting proce- 
dures in the current period. The investment spend- 
ing hypothesis therefore predicts that accounting 
choice is positively related to the magnitude of cur- 
rent period investment expenditure.° 


3. Discretionary accruals 


3.1. Estimating discretionary accruals 

Consistent with contemporary accounting 
choice studies, this paper employs an accruals- 
based proxy for accounting discretion. Total ac- 
cruals in period ¢ are defined as the difference be- 
tween earnings before extraordinary items and 


6 The validity of the investment spending hypothesis depends 
crucially on the assumption that management is undertaking 
positive NPV projects. With no way of isolating the impact of 
investment expenditure on positive NPV projects, the present 
form of the signalling hypothesis is unable to distinguish be- 
tween instances of ‘truthful’ signalling and cases where man- 
agers pursuing shareholder wealth-decreasing investments (e.g. 
as a result of ‘empire building’) attempt to replicate this 
strategy in order to achieve the associated payoffs (e.g. higher 
current period compensation, increased job security, etc.). 
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cash flow from operations. Since the time period 
employed in this study pre-dates FRS 1: Cash Flow 
Statements, total accruals are measured using the 
indirect algorithm method (Drtina and Largay, 
1985). Specifically, total accruals are defined as the 
change in non-cash current assets minus the 
change in current liabilities (exclusive of the cur- 
rent portion of long term debt), less the deprecia- 
tion charge.’ 

Following Healy (1985), total accruals may be 
decomposed into discretionary and non-discretion- 
ary elements. Since neither component is observ- 
able directly, tests of managerial accounting choice 
require the use of a proxy for the discretionary 
component of total accruals. Of the range of avail- 
able techniques, prior research indicates that a re- 
gression-based expectations model of the form 
proposed by Jones (1991) yields the most efficient 
discretionary accruals estimate (Guay, Kothari 
and Watts, 1996; Young, 1996). Accordingly, the 
following analysis employs a measure of discre- 
tionary accruals computed using a variant of the 
Jones (1991) procedure. 

A significant problem with the approach as op- 
erationalised by Jones (1991) is that it requires a 
substantial time series of observations for each 
sample firm in order to estimate the model of non- 
discretionary accruals. As a result, concerns of sur- 
vivorship bias naturally arise. As a means of mit- 
igating this problem, DeFond and Jiambalvo 
(1994) employ a cross-sectional version of the 
Jones (1991) model.’ This is the approach em- 
ployed in the present study. Specifically, for each 
industry represented in the final sample, level-two 
FT-SE industry-year portfolios are constructed, 
based on all available firm-year observations con- 
tained on Datastream. Industry-year non-discre- 
tionary accrual parameters are derived by estimat- 
ing the following regression for each industry-year 
portfolio: 


TA yl Syp— 1 = %ylSyy—1 + By ARevyd Sy, — 
+ BoyPPEylSy\+ ey (1) 


where 


TA = total accruals; 

A= change in revenue over the period t-f to 
t: 

PPE= gross property, plant and equipment; 
S= total sales (104); 

i=1,..., I industries contained in the sample; 


7 Datastream items [A(376-375) — A(389-387)] — (402-562), 
where A signifies the change from period t-1 to t. 

š An additional benefit of a cross-sectional specification is 
that it does not require the assumption of a stationary associa- 
tion between non-discretionary accruals and the explanatory 
variables through time. 
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j=1,..., J, estimation firm index for the num- 
ber of firms in industry i at time t; 
t= sample period(s). 


OLS regression is used to obtain estimates a,, 
b,, and b,, of c» Pin and Bap respectively. PPE and 
ARey are designed to control for the non-discre- 
tionary component of total accruals. All variables 
are scaled by lagged sales to control for hetero- 
skedasticity. The mean number of firms in the in- 
dustry portfolios for 1988 (1991) is 39.40 (42.96).° 
Using the appropriate industry-year parameter es- 
timates, discretionary accruals (DA) for sample 
firm j in period t are computed as:!° 


DA; s TA yd Sy - 1 [aS -1t by AREV yd Syr- l 
+ bayPPEylSy—1] (2) 


3.2. Measurement error 

Extant studies employing discretionary accruals 
have been conducted under the maintained hypo- 
thesis that total accruals can be correctly decom- 
posed into discretionary and non-discretionary el- 
ements. Recent work by Dechow et al. (1995) and 
Young (1996) suggests that discretionary accrual 
proxies contain systematic measurement error 
when cash flows are extreme. Additionally, Young 
(1996) provides evidence that accruals-based meas- 
ures of accounting choice are mechanically related 
to firms’ asset structure via the depreciation 
charge. To control for potential misspecification in 
the dependent variable, measures of cash flow and 
asset structure are employed in multivariate tests. 


4. Data and empirical proxies 


4.1. Sample and data 

The study employs a cross-sectional research de- 
sign. Inferences based on any cross-sectional study 
of accounting choice will lack generalisability if the 
incentives underlying accounting discretion vary 
through time. Æ priori, there exists a strong poss- 
ibility that certain empirical associations will in- 
deed be time dependent. For example, if account- 
ing choice is a function of the probability of debt 
contract violation, then all else equal, one would 
expect to observe a stronger cross-sectional 
association between income-increasing accounting 


> Engineering contains the largest number of firms in each 
year (141 in 1988 and 142 in 1991) while extractive contains 
the east (six m both estimation periods). 

, extant work using the Jones model has used 
oe assets as the deflator in regressions (1) and (2). In contrast, 
this study employs sales as the deflator to minimise the poss- 
ibility of estimated discretionary accruals being mechanically 
related to the investment spending variable. Holthausen et al. 
(1995: footnote 14) note that for their tests, the choice of either 
assets or sales as the deflator has no substantive impact on the 
results. Consistent with prior work employing the Jones (1991) 
model, the median estimated coefficient on ARev in equation 
(1) is negative while that on PPE is positive and significant. 
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choices and leverage during periods of economic 
recession (when the average probability of default 
is high), relative to periods of strong economic 
growth. To mitigate this problem, cross-sectional 
tests are conducted for the same set of firms in 
different time periods. The sample years 1988 and 
1991 are employed as a means of capturing con- 
trasting periods of economic performance.!! 

The sample is drawn from UK quoted industrial 
and commercial firms contained on Datastream. 
Candidates for inclusion in the sample are re- 
quired to have: 

(i) financial statement data available on Datas- 
tream for both 1988 and 1991; 

(ii) 1988 and 1991 annual reports available at 
Manchester Business School; 

fii) a minimum of five additional firms (with 
available financial statement data) in the same 
level-two FT-SE industry group. 

The final sample consists of 533 firms from 25 
level-four industries.!3 Tests suggest that the re- 
search design has succeeded in isolating contrast- 
ing periods of economic performance: median 
earnings scaled by lagged sales are 0.057 for 1988, 
compared with 0.033 for 1991. Similarly, 1988 me- 
dian sales growth is 0.187 compared to — 0.010 in 
1991 (both differences significant at the 0.0001 
level using a paired Wilcoxon test). 


4.2. Empirical proxies 

Accounting choice is proxied using discretionary 
accruals, measured as prediction errors derived 
from the cross-sectional expectations procedure 
detailed in Section 3. The explanatory variables 
used to test the six accounting choice predictions 
are defined as follows: 

© Costly contracting hypotheses: Leverage (Ley) 
is measured as the ratio of total assets to total bor- 
rowings, while managerial equity ownership 
(Own) is defined as number of shares (beneficial 
and non-beneficial) with full voting rights held by 


ll The Economist (July 25, 1992) provides evidence that the 
peak of the economic boom in the UK occurred towards the 
end of 1988. By contrast, the UK economy experienced seven 
successive quarters of decline between the third quarter of 1990 
and first quarter of 1992 (The Economist, August 22, 1992). 

12 Criteria (i) and (ii) allow the collection of financial state- 
ment data and managerial equity ownership information, 
respectively. The final filter ensures that industry-year portfo- 
lios used to calculate non-discretionary accruals contained a 
sufficient number of firms to enable equation (1) to be esti- 
mated. DeFond and Jiambalvo (1994) also employ a minimum 
of six firms in their industry-year portfolios. 

13 | 014 firms were covered by Datastream in both 1988 and 
1991. Of these, 109 are omitted due to filter (i), 363 due to 
filter (ii), and nine due to filter (H). Tests indicate that firms 
in the final sample are significantly larger than those in the 
initial sample (p = 0.003 for a two-tailed Wilcoxon test) and 
report higher earnings (p = 0.02). In contrast, no difference in 
leverage was evident between the two groups (p = 0.36). 
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directors, divided by the total voting shares 
outstanding. 

e Income smoothing hypothesis: Income smooth- 
ing (Smooth) is defined as the difference between 
non-discretionary earnings and target earnings 
where non-discretionary earnings at time ¢ are 
measured as earnings minus discretionary accruals 
(Guay, Kothari and Watts, 1996), and target earn- 
ings are measured as median industry earnings at 
t-1.'4 Based on this, a binary variable is defined, 
taking the value of one if non-discretionary earn- 
ings are above target earnings, and zero otherwise. 

e Signalling hypothesis. Investment expenditure 
(invest) for firm iis measured as growth in tangible 
fixed assets plus R&D expenditure for the period, 
less the median level of investment expenditure for 
its industry. 

Firm size (Size) is defined as the logarithm of 
end of period sales and is used to control for the 
well-documented correlation between size and ac- 
counting choice.!5 Operating cash flow (CFO) and 
asset structure are used to control for potential 
measurement error in the accounting choice proxy. 
CFO is measured as earnings before extraordinary 
items minus total accruals. Since measurement er- 
ror is predicted to be greatest for firms with ex- 
treme cash flow performance, two binary control 
variables are defined: CFO, equals one if firm cash 
flow is contained in the lowest decile of the oper- 
ating cash flow distribution, and zero otherwise; 
similarly CFO, equals one if firm cash flow is con- 
tained in the highest decile of the operating cash 
flow distribution, and zero otherwise. 

Following Young (1996), asset structure is prox- 
ied using both fixed asset intensity (In), measured 
as the ratio of gross fixed assets to total market 
capitalisation, and average asset hfe (Life), 
measured as the ratio of gross fixed assets to the 
depreciation charge. 


5. Empirical results 


5.1. Descriptive statistics and univariate tests 
Descriptive statistics for all variables are pre- 
sented in panel A of Table 1, while Panel B pres- 
ents Spearman correlations for the explanatory 
variables. Significant associations are observed be- 
tween Size and Lev, Size and Own, and Lev and 
Smooth. For the univariate analysis, sample firms 
are partitioned according to the sign of the discre- 
tionary accrual. Median values for each con- 
tinuous explanatory variable are then compared 


14 DeFond and Park (1996) define target earnings as average 
industry earnings in period t. This approach was not employed 
due to the potential for hindsight bias. 

15 Log sales were used to correct for the highly skewed nature 
of the sales distribution. Additional specifications also em- 
ployed log market capitalisation. Results were unchanged from 
those reported in the text. 
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Table 1 
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Descriptive statistics and sample correlations. Sample equals 533 


Panel A: Descriptive statistics 
1988 


Mean Median Std Skewness Kurtosis PCW >0)* 
DA — 0.0042 0.0001 0.0931 — 2.2177 8.1922 0.0001 
Size 11.2774 11.0676 1.8024 0.4061 — 0.0927 0.0001 
Lev 0.1467 0.1304 0.1103 0.9870 2.5320 0.0001 
Own 0.1037 0.0675 0.2459 0.8772 — 0.3235 0.0001 
Invest 0.2081 0.0002 1.3271 11.0326 142.6253 0.0001 
1991 
| Mean Median Std Skewness Kurtois p(W > 0)* 
DA — 0.0063 — 0.0008 0.0895 — 6.9240 6.1782 0.0001 
Size 11.5498 11.3220 1.7982 0.3033 0.0542 0.0001 
Ley 0.1993 0.1800 0.1986 7.1694 88.0474 0.0001 
Own 0.0877 0.0519 0.1964 1.4213 1.1880 0.0001 
Invest 0.0270 0.0001 0.2341 4.0197 37.0851 0.0001 
Panel B: Spearman correlations for 1988 (1991) 
Size Ley Own Smooth 

Ley 0.169 

(—0.018)* 
Own — 0.453" — 0.040 

(— 0.450} (0.022) 
Smooth 0.022 — 0.184" 0.001 

(0.063) (-—0.161} (— 0.025) 

Invest — 0.048 0.067 0.012 — 0.074 

(— 0.018) (—0.185) (0.005) (0.007) 
‘Significant at p> 0.01 
*Shapiro-Wilke test for normality 


DA = discretionary accruals, computed using the cross sectional Jones model 
Size = logarithm of end of period sales, measured in millions 


Lev = total assets/total liabilities 


Own = directors’ equity ownership (beneficial and non-beneficial)/total voting shares outstanding 
Smooth =1 if pre-discretionary earnings are greater than target earnings, 0 otherwise - 


Invest 


across alternative accrual portfolio using a one- 
tailed Mann-Whitney test. 

Findings reported in Table 2 provide evidence 
consistent with the leverage and signalling hypoth- 
eses in both sample periods (p <0.05). No support 
for the managerial ownership hypotheses is docu- 
mented, although for both sample periods, differ- 
ences in portfolio medians are in the predicted 
direction. Income smoothing is assessed using a 
chi-square test. Significant differences are docu- 
mented in both periods (p<0.001), providing 
strong support for the income smoothing 
hypothesis.!° 


16 For 1988, 20 (295) firms with negative discretionary ac- 
cruals have pre-discretionary earnings below (above) target 
earnings compared with 185 (33) of those with positive discre- 
tionary accruals firms {77 = 335.55]. Similarly, for 1991, 55 
(271) negative discretionary accrual firms have pre-discretion- 


= growth in tangible assets plus R&D expenditure for the period, less industry median 


5.2. Multivariate analysis 

To simultaneously test the significance of the de- 
terminants of accounting choice, a multivariate re- 
gression framework is employed. Table 1, panel A, 
documents evidence of outliers in the discretionary 
accruals distribution for both sample years. Esti- 
mators from an OLS regression are therefore likely 
to be extremely sample-dependent, as the fat-tailed 
error distribution associated with these extreme 
observations invalidates the Gauss-Markov theo- 
rem (Taylor, 1974). Consequently, an estimator 
that attributes relatively little weight to outlying 
observations is clearly preferred. Iman and Con- 
over (1979) present evidence that estimators from 
a rank-transform regression are robust to outliers. 


ary carnings below (above) target earnings compared with 184 


(23) of those with positive discretionary accruals [y? = 265.49]. 
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Table 2 
Univariate results. Sample size equals 533. Firms are partitioned on the sign of the discretionary accrual 


1988 
DA Sign 

NEG (N=315) 
POS (N=218) 


p-value 


1991 


DA Sign 
NEG (N=326) 
POS (N=207) 


Size 
11.418 
11.236 


p-value 0.138 


"Mann-Whitney one-tailed test 


POS =firms with discretionary accruals > 0; 
NEG = firms with discretionary accruals <0. 


The procedure involves ranking all variables (both 
dependent and explanatory) and then estimating 
an OLS regression on the rank-transformed data. 
If the relationship between the dependent and ex- 
planatory variable is monotonic, a higher ranked 
explanatory variable will correspond to a higher 
ranked dependent variable. Using rank regression, 
the following model is estimated: 


DA, = Yo + y, Size, + yzLev, + y3Own, + | 
yaSmooth, + y<Invest, +y CFO,,+ 
7CFO;,, + ygint, + yoLife, + g (3) 


where t is either 1988 or 1991 and all variables are 
as defined in section 4. 

Results are presented in the first four columns 
of Table 3.” Consistent with univariate findings, 
estimated coefficients on Smooth and Invest have 
their predicted signs and are significant at p < 
0.05 level in each extimation period. In contrast, 
the significance of the leverage term is restricted to 
the 1991 estimation period. Analysis of average 
leverage values reported in Table 1 provides one 
possible explanation for the instability of Lev 
across alternative estimation periods. Consistent 
with the poor economic performance and higher 
bankruptcy probability associated with the early 


17 Regression (3) was also estimated using a standard OLS 
technique. In general, results using the full sample failed to 
support any of the predicted relations, while estimated coeff- 
cients proved extremely sensitive to outlier deletion. However, 
when all variables were trimmed to exclude the top and bottom 
1% of the relevant distribution, use of the standard OLS pro- 
cedure generated results consistent with those reported in the 

body of the paper. 
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1990s, mean (median) leverage for the sample is 
significantly greater in 1991 compared with 1988 
(p < 0.001 for a two-tailed Wilcoxon test). To the 
extent that leverage represents an efficient proxy 
for debt covenant violation, debt-related consid- 
erations for the average sample firm are likely to 
be of significantly higher priority in 1991, resulting 
in a more pronounced association between Ley 
and discretionary accruals in this period. 

Coefficient estimates on Own also display pro- 
nounced variation across alternative estimation 
periods: while evidence consistent with the mana- 
gerial ownership hypothesis is documented for 
both model specifications in 1988, no significant 
results are reported for 1991. Consistent with prior 
research findings, the coefficient estimate on Size 
is generally negative (but insignificant). All control 
variables, with the exception of CFO, in 1991, dis- 
play their predicted signs and are significant at the 
p < 0.05 level in both estimation periods, indicat- 
ing the existence of persistent measurement error 
in the accounting choice proxy. As a group, the 
three costly contracting variables appear to ex- 
plain relatively little of the cross-sectional varia- 
tion in discretionary acruals activity compared 
with proxies for smoothing, signalling and 
measurement error. One possible interpretation of 
these findings is that costly contracting consider- 
ations represent only second order effects for the 
present sample. An alternative interpretation is 
that while costly contracting theory is fundamental 
to the explanation of accounting choice, the 
empirical proxies employed in the present tests 
lack sufficient power. 
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To assess the stability of the findings to the 
modelling procedure employed, regression (3) was 
re-estimated using both trimmed least squares and 
least absolute value (LAV) regression techniques. 
Both procedures yielded quantitatively similar in- 
ferences to those reported in Table 3. 

Significant correlations documented in Table 1 
suggest that collinearity may be a potential 
problem. To assess the impact of ill-conditioned 
data, the diagnostic procedure suggested in Be- 
Isley, Kun and Welsch (1980) is employed. For M2 
in Table 3, the highest condition index for 1988 
(1991) is 24.67 (25.12), indicating that regressors 
may be involved in weak near dependencies. In 
both years, the dominant relation involves Size 
and the intercept term.'® Auxiliary regressions in- 
dicate that coefficient estimates on Smooth (1988 
and 1991) and Lev (1991) are indeed being de- 
graded. Nevertheless, although degrading, collin- 
earity is not harmful since each of these coeffi- 
cients remains statistically significant. 


5.3. Sensitivity analyses 

This section reports the results of a series of tests 
designed to assess the sensitivity of the above find- 
ings to alternative model specifications. First, since 
accrual activity is likely to vary systematically 
across industrial classification, all models are re- 
estimated using industry-adjusted variables. To 
achieve the industry adjustment, all variables are 
first ranked within their industry-year groupings. 
To reflect the fact that different industries contain 
different numbers of firms, these ranks are then 
converted to percentiles using (rank—1)/(number of 
firms in industry—1). This conversion yields the 
percentile of the firm’s rank within its industry- 
year, such that the lowest ranking firm in each in- 
dustry receives a zero and the highest ranking firm 
receives a one.!? 

Findings reported in Table 3 (columns five and 
eight) result in quantitatively similar inferences to 
those previously documented for all variables, with 
one exception: the significance of Own declines in 
all models. At least two interpretations of this find- 
ing are possible: (i) managerial equity ownership 
has no inherent explanatory power and is instead 
proxying for industry effects; (11) managerial own- 
ership possesses explanatory power but is also cor- 
related with industry. 

Exploring the inconsistent findings for Own doc- 
umented in Table 3, one possibility could be mis- 
specification of the empirical relation. For exam- 


18 For 1988 (1991), the variance-decomposition proportions 
are 0.9816 and 0.9738 (0.9844 and 0.9744) for Intercept and 
Size, respectively. 

19 The sensitivity of the results to industry effects was also 
assessed (i) using a fixed effects model, and (ii) by omitting each 
industry in turn. In both cases the only inference to change was 
that regarding managerial ownership. 
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ple, Healy (1985) demonstrates that management 
compensation, and hence the nature of accounting 
discretion, is a non-linear function of reported in- 
come, with the direction of bonus plan-induced ac- 
counting choice being determined by the level of 
current earnings relative to the plan’s parameters.” 

Clearly, the level of managerial equity owner- 
ship represents a crude test of the bonus plan 
hypothesis since, although the extent of equity 
ownership may proxy for the existence of a bonus 
plan, it affords no insights as to the parameters of 
the plan, nor how current earnings relate to those 
parameters. As a result, the prediction of a nega- 
tive linear association between discretionary accru- 
als and managerial ownership may be too simplis- 
tic. Further, Niehaus (1989) documents evidence 
of a non-linear relation between inventory method 
choice and managerial ownership. 

To address these concerns, two supplementary 
tests are performed. First, while the rank regres- 
sions reported in Section 5.2 implicitly address the 
parametric structure of the model by providing ap- 
proximations to unknown non-linear relations be- 
tween variables (Iman and Conover, 1979), an ex- 
plicit test for non-linearity between accounting 
choice and managerial ownership is conducted. 
Following Morck, Shleifer and Vishny (1988), 
Own is decomposed into three categories (<5%, 
5-25%, and >25%) which are then used to esti- 
mate piecewise rank regressions. Findings (not re- 
ported) indicate no evidence of a non-linear rela- 
tion between accounting choice and managerial 
ownership,” suggesting that inconsistent estimates 
for the coefficient on Own across alternative mod- 
els are unlikely to result from misspecification of 
the functional form of its association with the de- 
pendent variable. 

The second test recognises that directional tests 
of discretionary accrual activity may be con- 
founded if management compensation is a non- 
linear function of reported income. Under such 
circumstances, a more appropriate (but weaker) 
prediction is that the overall propensity for accrual 
activity increases with the existence of a bonus 
plan. This in turn leads to the prediction that the 
volatility of discretionary accruals is negatively re- 
lated to managerial equity ownership. 

To explore this prediction, accruals volatility, 
computed for each sample firm as the standard de- 
viation of estimated discretionary accruals over the 
four-year period 1988-1991, is regressed on aver- 


20 Specifically, income-decreasing accruals are predicted 
when current period earnings are above (below) the upper 
(lower) bound of the bonus plan, while income-increasing ac- 
cruals are predicted when current period earnings lie between 
the upper and lower bounds. 

21 A range of additional turning points were also assessed 
with similar null results. In an alternative specification, regres- 
sion (3) was extended to include Own’. Again, no evidence of 
a non-linear association was apparent. 
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age managerial equity ownership (A VOWN), cal- 
culated over the corresponding four-year window. 
If the existence of a bonus plan (as proxied by the 
level of managerial equity ownership) increases the 
propensity for management to exercise their ac- 
counting discretion, the coefficient on AVOWN 
will be negative and significant. Contrary to ex- 
pectations, the parameter estimate on AVOWN in 
the univariate rank regression is 0.1705 (p <0.01). 
Further, the positive sign on AVOWN persists 
when the model is extended to include variables 
which control for documented sources of measure- 
ment error in estimated discretionary accruals, al- 
though the significance level declines (p = 0.043). 

In sum, these results provide no evidence of an 
increase in the propensity for management to ex- 
ercise their accounting discretion as equity own- 
ership interests decline. Clearly, while the results 
of this supplementary test suggest that the incon- 
sistent findings reported for Own in Table 3 are 
unlikely to result from misspecification of the pre- 
dicted empirical relationship between discretionary 
accruals and managerial ownership, the test does 
not address the more fundamental question re- 
garding the extent to which managerial equity 
ownership represents an effective proxy for the 
existence of an earnings-based compensation plan. 

Tests of the debt-equity hypothesis reported in 
Table 3 regress estimated discretionary accruals (a 
flow variable) on leverage (a levels variable). To 
the extent that management may only be moti- 
vated to manipulate accruals upwards in the event 
of an increase in the debt ratio, a more appro- 
priately specified test may involve regressing esti- 
mated discretionary accruals on the change in lev- 
erage. To address this concern, an alternative 
leverage measure (Lev2) for 1991 is constructed.” 
First, a three-year average leverage measure is 
computed for each sample firm over the period 
1988-1990. Lev2 is then defined as a binary vari- 
able, taking the value of one if a firm’s 1991 lev- 
erage ratio is above its three-year average, and 
zero otherwise. Regression (3) is then re-estimated 
following the substitution of Lev2 for the original 
leverage measure. 

Consistent with previous results using the levels 
measure of leverage, the estimated coefficient on 


2 The author acknowledges an anonymous referee for this 
point. However, using the change in leverage as opposed to the 
level of leverage as a proxy for debt covenant violation may 
not automatically yield a more appropriate test: an increase in 
g firm’s debt-equity ratio does not necessarily indicate that the 
firm is approaching debt covenant violation (e.g. if a firm starts 
from a position of a low debt, even a substantial rise m the 
debt-equity ratio is unlikely to significantly increase the prob- 
ability of debt covenant violation). Focusing on the change in 
leverage could, therefore, serve to increase the likelihood of 
non-violation firms being missclassified as potential violators, 
thereby reducing the power of the empirical test. 

23 A similar test procedure is not performed for 1988 due to 
data restrictions. 
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Lev2 is positive (0.0591) and significant (p <0.05). 
Further, the parameter estimates on all other var- 
iables remain quantitatively similar to those pre- 
viously reported. These findings indicate that the 
results reported in Table 3 are insensitive to the 
use of either a levels or changes measure of lev- 
erage to proxy for debt covenant violation. 

As Samuels, Rickwood and Piper (1989: 14) dis- 
cuss, to the extent that accrual accounting allows 
the reporting of receipts and outlays to be allo- 
cated to ‘appropriate’ periods, accruals implicitly 
facilitate income smoothing. The important issue 
in the present context, therefore, is the extent to 
which the smoothing activity reported in Section 
5.2 reflects an explicit attempt on the part of 
management to reduce the variance of reported 
earnings, rather than merely capturing the implicit 
smoothing nature of the accrual accounting 
mechanism. To address this question, regression 
(3) was extended to include a proxy for the inher- 
ent smoothing property of accounting accruals. All 
else equal, implicit income smoothing is expected 
to induce positive (negative) accruals when realised 
cash flows are below (above) expectations. Change 
in operating cash flow (ACFO) is employed as a 
measure of current period cash flow levels, relative 
to expectations. 

Results reported in Table 3 (M3; columns 9-10) 
are consistent with the notion of implicit smooth- 
ing: the coefficient on ACFO has the predicted sign 
and is significant at the 0.0001 level, whilst the ex- 
planatory power of the model increases. More- 
over, the significance of the explicit smoothing 
proxy declines, suggesting that Smooth is indeed 
capturing an element of implicit smoothing. 
Nevertheless, since Smooth remains significant at 
all conventional levels in Table 3, the inferences 
drawn in section 5.2 remain valid. 

The self-reversing property of accounting accru- 
als is such that income-increasing (decreasing) 
choices made in one period will inevitably lead to 
understated (overstated) income in some future 
period(s). Thus, accrual choices made in a prior 
period may be reversing in the test period, con- 
taminating the measure of accounting discretion. 
In addition, because management is not endowed 
with an infinite stream of income-increasing (de- 
creasing) procedures, current period discretion is 
likely to be conditional on prior period accounting 
choice. Thus, although the desire for income- 
switching behaviour may be constant across firms 
of a similar type, only a subset of those firms may 
be in a position to exploit their financial reporting 


24 A changes model has been widely employed in the market- 
based accounting literature to proxy for unexpected cash flows 
(e.g. Ali, 1994). However, the assumption of a random walk 
process generating cash flows is naive given the negative seria! 
correlation observed for this series (e.g. Dechow, Kothari and 
Watts, 1996), 
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discretion. As a final check on the sensitivity of 
the results, the impact of accrual-reversals is 
examined. 

Two procedures are employed to assess the ef- 
fect of accrual-reversals on the findings reported in 
Section 5.2. First, a binary variable (P YA) is de- 
fined, taking the value of one if the prior year dis- 
cretionary accrual (1987 or 1990) is negative, and 
zero otherwise. If discretionary accruals are self- 
reversing, then one should expect to observe a neg- 
ative coefficient on PYA. Consistent with this pre- 
diction, the estimated coefficient on PYA in Table 
4 (columns 1 and 2), is negative and significant at 
the 0.001 level in both estimation periods. Since 
the estimated coefficients on all test variables re- 
main quantitatively identical to those previously 
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reported, initial indications suggest that prior re- 
sults are robust to accrual reversal effects. 

As an additional test of the impact of accrual 
reversals, sample firms are partitioned into two 
portfolios according to the sign of last period’s dis- 
cretionary accrual. Separate rank regressions are 
then estimated for each portfolio. All else equal, if 
accrual reversal effects are significant, one would 
expect a greater likelihood of observing income- 
increasing (decreasing) discretionary accruals 
activity in the negative (positive) portfolio and vice 
versa. 

Results reported in Table 4 provide some evi- 
dence consistent with this prediction. A Chow 
(1960) test rejects the null hypothesis (p <0.05) 
that some or all of the regression coefficients are 


Table 4 


Estimated coefficients (with t-statistics in parentheses) from a rank regression of sample firm’s discretionary 
accrual activity to test for evidence of accrual reversal effects 


Ranked data Industry-ranked data 
1988 
Variable Sign 1988 1991 POS NEG POS NEG 
Intercept (?) 1.1524 1.1009 1.1514 0.9614 0.8158 1.0041 
Size (18.63) (14.835 (11.317 (13.447 (6.58 (12.27 
(=) — 0.0769 0.0189 0.0034 — 0.0134 0.1571 — 0.0438 
(— 0.57) (0.59) (0.07) — 0.36) (2.71)° ( — 1.12) 
Lev (+) 0.0339 0.0571 0.0955 — 0.0129 0.0924 0.1392 
(1.30) (1.967 (1.18) (— 0.39) (2.06) (2.739 
Own (-) —0.0636 — 0.0161 — 0.0225 — 0.0740 0.0707 — 0.0590 
(—2.24)* (— 0.52) ( — 0.44) (— 2.09)* (1.21) (— 1.59) 
Smooth (=) 0.6345 — 0.6478 — 0.6938 — 0.6608 — 0.7697 — 0.8862 
(—17.63F (—15.35F (—11.26F (— 14.80) ( — 10.93} (—11.21> 
Invest (+) 0.0655 0.1207 0.0698 0.0741 0.1674 0.0928 
(2.40) (4. 19} (2.65) (2.76) (3.67 (2.52)> 
ACFO (—) — 0.2771 — 0.2197 — 0.2171 — 0.2321 — 0.1341 — 0.1968 
(—9.92F (—6.95F (—4.54F (— 7.08) (—2.56)° (—5.80¥ 
PYA (~)  —0.1799 — 0.1305 
(— 5.21): ( — 3.20y 
CFO, (+) —0. — 0.1345 —0.1319 0.0854 — 0.0499 — 0.0312 
(=0.71 (—2.18} (— 1.38) (1.18) (—0.45) (-0.39) 
CFO, (-) —0.2601 — 0.2358 — 0.4062 — 0.2093 — 0.0903 — 0.2989 
— 4.8 — 4, ( — 3.32 (—3.11) ( — 0.89) —4.24y: 
Int (-)  —0.1133 — 0.1372 — 0.1496 — 0.1024 — 0.1132 —0.1611 
(-4.4 — 4.66) (— 3.32% (—3.32¥ (—2.28 ( — 4.43: 
Life (+) 0.2121 0.2374 0.1908 0.2616 0.1890 0.3095 
(7.63 (7.41 (3.88) (7.71 (3.49) (8.46) 
R2 70.53 62.05 68.70 69.48 65.40 60.93 
F 116.73 80.090° 38.980° 82.518 35.584¢ 55.271 
N 533 533 174 359 184 349 


sbo Significant at the p<0.05 (0.01/0.001) level for a one-tailed test. 


PYA is a dummy variable coded 1 if the prior year’s discretionary accrual is negative, and 0 otherwise. 


All remaining variables are as defined in section 4. 


For the regressions reported in the final four columns of the table, the sample has been partitioned on the 
basis of the sign of the prior year’s discretionary acccrual. POS is the subsample of firms with positive 
discretionary accruals in the prior period and NEG is the subsample of firms with negative dicretionary 
accruals in the prior period. 
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similar across alternative sample partitions for 
both estimation periods. Leverage, ownership, and 
smoothing effects appear more pronounced in 
both estimation periods for firms in the negative 
prior-year accruals portfolio. However, only in the 
case of the ownership variable is the significance 
of the predicted relation confined solely to one of 
the partitions. Thus, although results indicate that 
conditioning the analysis on past accounting 
choices may improve the power of the empirical 
test, the impact of accrual reversals does not ap- 
pear to be a first order effect. 


6. Summary and conclusions 


This study presents evidence regarding the deter- 
minants of managerial accounting discretion for a 
heterogeneous sample of UK industrial and com- 
mercial firms. Findings indicate that income 
smoothing considerations appear to dominate in 
the cross section. Although part of this smoothing 
activity is shown to be a consequence of the in- 
herent smoothing property of accrual accounting, 
the continued significance of Smooth after con- 
trolling for implicit income smoothing lends sup- 
port to the hypothesis that managers actively em- 
ploy their accounting discretion to reduce the 
volatility of the reported earnings series. However, 
what remains unclear from these results is the un- 
derlying rationale for smoothing behaviour. Re- 
search directed towards discriminating between the 
competing explanations for income smoothing 
therefore represents a potentially fruitful area for 
future work. 

Results also provide consistent support for the 
prediction that managers employ their accounting 
discretion to signal expected future cash flow 
performance. However, the present study only ad- 
dresses part of the issue, i.e. the signalling of ex- 
pected future benefits. It remains to be shown 
whether management are equally as well motivated 
to signal expected future losses. Further, empirical 
tests of the signalling hypothesis are unable to dis- 
tinguish between instances of ‘truthful’ signalling, 
and cases where managers pursuing shareholder 
wealth-decreasing investments (e.g. as a result of 
‘empire building’) attempt to replicate this strategy 
in order to achieve the associated payoffs. 

A striking feature of the study is the relatively 
poor explanatory power of variables proxying for 
economic consequence theories. One interpretation 
is that, for the present sample, costly contracting 
considerations represent only second order effects. 
An alternative interpretation is that while costly 
contracting theory is fundamental to explaining 
accounting choice, the empirical proxies employed 
in the present tests lack sufficient power. 

An important contribution of the study is the 
observed variation in the strength of the relation 
between leverage and accounting policy choice 
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across time. It is argued that this variation reflects 
changes in the probability of debt covenant vio- 
lation for the average sample firm. This finding 
suggests the importance of conditioning cross-sec- 
tional accounting choice studies on underlying 
macro-economic conditions. Limited evidence is 
also presented which suggests that the magnitude 
of the association between discretionary accruals 
activity and leverage, ownership, and smoothing 
may be conditional on prior-period accounting 
choices. 

An important caveat regarding the interpreta- 
tion of these results relates to the reliance placed 
on accruals-based measures of accounting choice. 
Prior research suggests that estimated discretion- 
ary accruals contain significant measurement er- 
ror. Despite explicit control for potential sources 
of such error, the possibility remains that misspe- 
cification of the accounting choice proxy may un- 
derlie some (all) of the observed relations. Finally, 
although some attempt is made to condition the 
analysis on the opportunity for accounting discre- 
tion, many important determinants of managerial 
discretion have not been considered. In particular, 
no attempt has been made to control for the im- 
pact of differential corporate governance mecha- 
nisms. The effect of governance structures on man- 
agerial accounting discretion has yet to be 
rigorously tested and therefore offers significant 
scope for future research. 
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In Praise of Occam’s Razor: A Critique of 
the Decomposition Approach in IAS 32 to 
Accounting for Convertible Debt 


Ronald Ma and Cecilia Lambert* 


Abstract—IAS 32 Financial Instruments: Disclosure and Presentation (1995) raises a number of questions. In parti- 
cular, it is argued that the Standard’s requirements on accounting for, and the classification of, compound financial 
instruments by the issuer, are based on reasoning that is conceptually flawed. This paper proposes that a compound 
financial instrument be viewed as a single instrument with a dual nature, comprising the nature both of liability 
and equity. Under this concept, the instrument cannot be decomposed into severable component parts. Rather, it 
should be treated as wholly liability or wholly equity, depending on whether the liability or equity nature is dominant 


at a particular time. 


1. Introduction 


This paper questions the recommendations of IAS 
32 Financial Instruments: Disclosure and Presen- 
tation (1995) on accounting for compound finan- 
cial instruments. It is argued that the International 
Accounting Standards Committee (IASC) in these 
recommendations has not upheld the maxim of 
“Occam’s Razor’, that is: ‘Entities are not to be 
multiplied without necessity’ (Russell 1946: 494), 
IAS 32 is significant for several reasons. First, 
it is the outcome of a joint project over several 
years between the IASC and the Accounting Stan- 
dards Board of the Canadian Institute of Char- 
tered Accountants. In a sense, it marks the IASC’s 
coming of age, as the Standard is not an adapta- 
tion of an exisiting national standard or standards. 
Second, the Standard is timely, as in the absence 
of regulation complex financial instruments in the 
business world have been addressed by a variety 
of accounting treatments. Third, the Standard will 
be a model not only for developing countries, but 
also for countries with a long history of standard 
setting. For example, the Australian standard, 
AASB 1033 Presentation and Disclosure of Finan- 
cial Instruments (1996), is closely modelled on LAS 


* The authors are at Griffith University, Queensland, Aus- 
tralia. They wish to acknowledge the insightful commments of 
the editor and two anonymous reviewers of this journal on an 
earlier version of this paper. Correspondence should be ad- 
dressed to C. Lambert, School of Accounting, Banking and 
Finance, Faculty of Commerce and Management, Griffith Uni- 
versity, d 4111, Australia. This paper was first sub- 
mitted in July 1996 and finally accepted in November 1997, 


32. This may be partly attributable to the growing 
strength of the movement to harmonise with the 
international standards. 

Section 2 of this paper reproduces certain defi- 
nitions in and explains the requirements of IAS 32 
on classification and disclosure of compound fi- 
nancial instruments, and makes use of an illus- 
tration provided in its Appendix. Section 3 con- 
tains a number of criticisms of these definitions 
and requirements, followed by a description of the 
UK approach to accounting for compound finan- 
cial instruments in Section 4. An alternative ap- 
proach to the classification and disclosure problem 
is offered in Section 5. Section 6 discusses the 
probability of conversion in external reporting, 
while the final section contains a summary and 
conclusion. 


2. IAS 32—definitions, requirements and 
illustration 


2.1. Definitions 
The following definitions are given in IAS 32 


(para. 5): 


A financial instrument is any contract that 
gives rise to both a financial asset of one en- 
terprise and a financial liability or equity in- 
strument of another enterprise. 
A financial liability is any liability that is a 
contractual obligation: 

(a) to deliver cash or another financial as- 

set to another enterprise; or 


(b) to exchange financial instruments with 
another enterprise under conditions 
that are potentially unfavourable. 

An equity instrument is any contract that ev- 
idences a residual interest in the assets of an 
enterprise after deducting all of its liabilities. 


The commentary in paragraph 6 explains: 


In this Standard, the terms ‘contract’ and 
‘contractual’ refer to an agreement between 
two or more parties that has clear economic 
consequences that the parties have little, if 
any, discretion to avoid, usually because the 
agreement is enforceable at law. 


Paragraphs 18 and 23 form part of the Standard; 
the remainder are accompanying commentary: 


18. The issuer of a financial instrument 


should classify the instrument, or its com- - 


ponent parts, as a liability or as equity in 
accordance with the substance of the con- 
tractual arrangement on initial recognition 
and the definitions of a financial liability and 
an equity instrument. 

23. The issuer of a financial instrument that 
contains both a liability and an equity ele- 
ment should classify the instrument’s com- 
ponent parts separately in accordance with 
paragraph 18. 

24. This Standard requires the separate pres- 
entation on an issuer’s balance sheet of lia- 
bility and equity elements created by a single 
financial instrument. It is more a matter of 
form than substance that both liabilities and 
equity interests are created by a single finan- 
cial instrument rather than two or more sep- 
arate instruments. An issuer’s financial po- 
sition is more faithfully represented by 
separate presentation of liability and equity 
components contained in a single instrument 
according to their nature. 

26. Classification of the liability and equity 
components of a convertible instrument is 
not revised as a result of a change in the 
likelihood that a conversion option will be 
exercised, even when exercise of the option 
may appear to have become economically 
advantageous to some holders. Holders may 
not always act in the manner that might be 
expected because, for example, the tax con- 
sequences resulting from conversion may dif- 
fer among holders. The issuer’s obligation to 
make future payments remains outstanding 
until it is extinguished through conversion, 
the maturity of the instrument or some other 
transaction. | 

28. This Standard does not deal with 
measurement of financial assets, financial li- 
abilities and equity instruments and does not 
therefore prescribe any particular method for 
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assigning a carrying amount to liability and 
equity elements contained in a single instru- 
ment. Approaches that might be followed 
include: 


(a) assigning to the less easily measurable 
component (often an equity instrument) 
the residual amount after deducting from 
the instrument as a whole the amount 
separately determined for the component 
that is more easily measurable; and 

(b) measuring the liability and equity com- 
ponents separately and, to the extent 
necessary, adjusting these amounts on a 
pro rata basis so that the sum of the 
components equals the amount of the in- 
strument as a whole. 


The sum of the carrying amounts assigned to 
the hability and equity components on initial 
recognition is always equal to the carrying 
amount that would be ascribed to the instru- 
ment as a whole. No gain or loss arises from 
recognising and presenting the components 
of the instrument separately. 


2.2. Example 
The following example is provided in the Ap- 
pendix to IAS 32: 


An enterprise issues 2,000 convertible bonds 
at the start of Year 1. The bonds have a 
three-year term, and are issued at par with a 
face value of $1,000 per bond, giving total 
proceeds of $2,000,000. Interest is payable 
annually in arrears at a nominal annual in- 
terest rate of 6%. Each bond is convertible 
at any time up to maturity into 250 common 
shares. 


When the bonds are issued, the prevailing 
market rate for similar debt without conver- 
sion options is 9%. At the issue date, the 
market price of one common share is $3. The 
dividends expected over the three-year term 
of the bonds amount to $0.14 per share at 
the end of each year. The risk-free annual 
interest rate for a three year term is 5%. 


Liability valuation and residual valuation of equity 
component 

Under this approach, the liability component is 
valued first, and the difference between the pro- 
ceeds of the bond issue and the fair value of the 
liability is assigned to the equity component. The 
present value of the liability component is calcu- 
lated using a discount rate of 9%, the market in- 
terest rate for similar bonds having no conversion 
rights, as shown below: | 
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Present value of the principal — 

$2,000,000 payable at the end of 

three years $1,544,367 
Present value of the interest— 

$120,000 payable annually in 

arrears for three years 303,755 
Total liability component 1,848,122 
Equity component (by 

deduction) 151,878 
Proceeds of the bond issue 2,000,000 


Independent equity component valuation 

The JAS 32 example also illustrates the use of a 
version of the Black-Scholes option pricing model 
to value the equity component. It is assumed that 
the mean and standard deviation of the share price 
is-$3 and 30% respectively and that conversion 
takes place at maturity. Employing present value 
tables and a number of statistical calculations, the 
fair value of the equity component is determined 
as $144,683. A small resulting difference 
($2,000,000—(3$1,848,122 + $144,683)) is attrib- 
uted to calculation error and prorated over the fair 
values of the two components.! 


3. Criticisms of LAS 32 


3.1. Inconsistency with IASC Conceptual 
Framework 

The definition of financial liability adopted in 
IAS 32 is not consistent with that of a liability 
given in the 1989 IASC conceptual framework, 
Framework for the Preparation and Presentation of 
Financial Statements (hereafter CF): 


A liability is a present obligation of the en- 
terprise arising from past events, the settle- 
ment of which is expected to result in an out- 
flow from the enterprise of resources 
embodying economic benefits. 


Further, according to the CF, an item that 
meets the definition of an element should be re- 


cognised if: 


l A modified example of the Black-Scholes formula is given 
below: 
C=S*N(d,}-Ee7"? N(d,) 
where C=call option price: 
S*=S—ZD(1 +1)” L 
where S = share price and 
D=dividends at t, t = 1, 2, ..., n. 
d; =[In(S*/E) + (r + 40) TYovT; 
d yud,—ovT; 
pe exercise pri 
w. risk free rate of interest; 
T=number of years to option expiration; 
a? = variance of the share price; and 
N(.)=the normal distribution function. 
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(a) it is probable that any future economic 
benefit associated with the item will flow 
to or from the enterprise; and 

(b) the item has a cost or value that can be 
measured with reliability. 


The definitions provided by the CF focus on a 
probable outflow in a future period. In contrast, 
IAS 32 emphasises a contractual future outflow. 
No explanation of the departure from the guide- 
lines contained in the CF is given in IAS 32. It 
should be noted that a financial liability as defined 
in IAS 32 cannot be considered a subset of the 
liability as defined in the CF, since a contractual 
liability may not constitute a probable outflow, for 
example, where it is highly unlikely that a con- 
vertible debt will be redeemed. 

They differ in another aspect. A liability can ex- 
ist on account of a probable outflow which is not 
contractual; for example, a firm might have a pol- 
icy of rectifying product faults beyond the war- 
ranty period (CF, paragraph 60). It is not known 
how much this departure from the CF has con- 
tributed to the subsequent classification and 
measurement rules contained in IAS 32. On prin- 
ciple, any departure in IAS 32 or other future stan- 
dards from the CF needs to be explained and 
justified. 


3.2. Separability in the Context of Transactions v. 
Valuation 

The claim in IAS 32, paragraph 24, that it is 
only a matter of form that the single instrument is 
not represented by two separate instruments, can 
be challenged. The holder of two separate instru- 
ments might well sell one and keep the other, a 
transaction that cannot be envisaged by the holder 
of a single instrument. A compound financial in- 
strument, such as a convertible bond, has a dual 
nature comprising both liability and equity, rather 
than two separate component parts. This is the 
case of a two-faced instrument, not an instrument 
of two parts.” 

It may be argued that while the compound in- 
strument cannot be separated for transaction pur- 
poses, it can (and will) be separated for valuation 
purposes. In practice, it is common to value a 
compound instrument as a whole using theoretical 
models which separately value the component 
parts and then sum these to obtain the value of 


2 This ent is presented succinctly in Accounting Prin- 
ciples Board Opinion, 14 (1969). APB Opinion, 14, argues that 
the proceeds should be accounted for as wholly debt. The 
Board placed ‘greater weight on the inseparability of the debt 
and the conversion option, and less weight on the practical 
difficulties’ (paragraph 12). On the other hand, King, Ortegren 
and King (1990), in their critique of APB Opinion, 14, focused 
largely on implementation issues and demonstrated the prac- 
ticability of dichotomising the two components. 
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the compound instrument (Gepts, 1987; County 
NatWest Woodmac, 1991; Zubulake, 1991). 

Two points need to be considered. First, IAS 32 
is not addressing a valuation problem. In the ex- 
ample provided in the Appendix to IAS 32, it is 
known that the value of the compound instrument 
to be recorded is $2,000,000. As this value is given, 
the use of the present value and the Black-Scholes 
models in the example represents a violation of the 
‘Occam’s Razor’ maxim. Further, the inaccuracy 
of such models makes necessary an arbitrary al- 
location of a residual difference, as illustrated in 
the example. 

The second point is the argument that the re- 
porting of two component parts at the time of is- 
sue sends an appropriate signal about the nature 
of the convertible instrument to the marketplace. 
This argument must be rejected. It may be argued 
that a more economical way to inform market par- 
ticipants is simply to alert them to the terms of 
issue contained in the notes to the accounts. 


3.3. Immutability of Original Classification 

In the example, it is shown that the fair value 
. of the liability component at the issuance date is 
in excess of 90% of the proceeds of the convertible 
debt issue. It seems not unreasonable to question 
the intent of the classification requirement if the 
liability component is to be reported at over 90% 
of the full carrying value of the convertible debt 
over its entire life. It might be argued that a con- 
tractual outflow exists, and that therefore a liabil- 
ity representing the contractual outflow should be 
disclosed over the period to maturity; but it can 
equally be argued that there is a contractual obli- 
gation to issue more equity which should be 
disclosed. 

In not allowing revision of the initial classifica- 
tion ratio, IAS 32 (paragraph 26) argues, first, that 
holders’ actions are unpredictable; some may con- 
vert and some may not (because of tax conse- 
quences, etc.). It is possible that holders may be- 
have differently at the margin when the 
opportunity cost of conversion is close to the share 
price, but otherwise all investors’ behaviours are 
governed by economic considerations. Second, it 
is argued that the likelihood of conversion will 
change from time to time. This is a function of the 
volatility of the share price, which might need to 
be taken into account in specific cases. Financial 
reporting should reflect market realities, not ignore 
them. The arguments in IAS 32 are unconvincing. 


3.4. Imposition of Historical Cost Measurement 
Classification and measurement are closely re- 
lated issues. The assertion in paragraph 28 that 
‘{t]his Standard does not deal with measurement 
of financial assets, financial liabilities and equity 
instruments...’ refers to a relatively trivial point. 
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The Standard’s stipulation that the classification 
made at the time of issuance cannot be revised in 
future years (paragraph 26) imposes on the issuer, 
by implication, reporting at historical cost. A fun- . 
damental accounting measurement issue is whether 
financial instruments should be reported at his- 
torical cost or market value. An earlier Australian 
exposure draft, ED 59 ‘Financial Instruments’ 
(1993, para. 87) recommended:? 


Two different bases exist by which financial 
assets and financial liabilities may be 
measured subsequent to initial recogni- 
tion—‘cost’ and ‘net market value’. 


It is beyond the scope of this paper to debate 
the relative merits of measuring financial assets or 
financial liabilities (including compound instru- 
ments) at historical cost or market value. 

The use of historical cost is implicitly required 
by LAS 32. Embedded in the current or market 
value of a convertible debt might be a very low 
probability of redemption and hence low value for 
the liability component, matched by a very high 
probability of conversion and hence high value for 
the equity component, should the expected share 
price exceed the exercise price at a future reporting 
date. Generally accepted accounting principles rule 
out the use of market value in measuring the eq- 
uity component and hence the compound instru- 
ment itself in a subsequent reporting period. The 
no-revision rule imposes the use of historical cost 
on the reporting entity. 

While a no-revision classification rule implies 
historical cost accounting, the converse is not true. 
If the no-revision rule is abandoned, the classifi- 
cation ratio can be changed to reflect the fact that 
the likelihood of redemption has changed from 
high to low. Within a historical cost framework, 
the upper bound of the equity component is equal 
to the historical amount of the convertible debt 
less the present value of future interest payments. 


3.5. Income Measurement Issues 

There are various interesting issues that are im- 
plied by the decomposition process adopted in IAS 
32—for example, the treatment of interest expense. 
Some accountants believe that the decomposition 
approach holds benefits for income measurement. 
The recognition of the debt component as a sep- 
arate amount provides an opportunity to charge 
an imputed interest in the income statement, ob- 
tained by applying the market interest rate to the 
debt component outstanding, as demonstrated in 
McInnes, Draper and Marshall (1991). The im- 
plied benefit lies in the use of a more refined 
matching procedure. 


3 ED 59 was superseded by ED 65 (1995) and subsequently 
AASB 1033 (1996). The last two follow closely LAS 32. 
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There are some counter arguments. First, the 
matching process has lost much of its theoretical 
appeal. Current day conceptual framework pro- 
jects define revenues and expenses in terms of 
changes in assets and liabilities. Second, the use of 
imputed interest is a refinement of an allocation 
procedure and all allocations are necessarily arbi- 
trary and incorrigible (Thomas, 1969). LAS 32 is 
silent on the implications of decomposition for in- 
come measurement. The issue is outside the scope 
of this paper but deserves an extended analysis 
elsewhere. 


4. The UK approach to accounting for 
compound financial instruments 


It may be useful at this juncture to consider briefly 
the UK approach to accounting for compound fi- 
nancial instruments. FRS 4 Capital Instruments 
(ASB, 1993b) rules out decomposition and re- 
quires convertible debt to be classified wholly as a 
liability until conversion/redemption. The 
rationale underpinning this requirement is con- 
tained in FRS 4, Appendix III, paragraphs 14-15: 


There are a number of possible approaches 
to the accounting for convertible debt, but 
the most usual is to report it as a liability. 
Although this is uncontroversial where con- 
version is uncertain or unlikely, it is some- 
times argued that where conversion is prob- 
able convertible debt should be reported 
outside liabilities. 
The FRS, however, requires convertible debt 
to be reported within liabilities irrespective of 
~ the probability of future conversion. This is 
_ because the balance sheet is a record of the 
financial position of the company at a point 
in time, rather than a forecast of future 
events. (This is not, of course, to deny that 
financial statements may be useful in forming 
an assessment of future events.) There are 
difficulties with the idea that convertible debt 
should be classified according to the prob- 
ability of conversion, notably in specifying 
how the probability of conversion should be 
judged, whether convertible debt should be 
reclassified if the probability of conversion — 
changes, and whether the interest on con- 
vertible debt that is not reported as a liability 
should be deducted in arriving at profit be- 
fore taxation. | 


Many opponents to the approach adopted in 
FRS 4 felt that the regulation would be at odds 
with the Board’s position on the substance versus 
form debate (ASB, 1991; 1992a; 1992b; 1993a). 
However, the ASB felt that in substance a liability 
still remained for such convertible debt issues, 
regardless of the probability of conversion and 
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that FRS 4 is consistent with the dominance of 
substance over form and the exposure draft that 
led to FRS 5 Reporting the Substance of Transac- 
tions (ASB 1994).4 

Several points can be made. First, not all ac- 
countants would agree with the ASB’s interpreta- 
tion of substance over form, but unfortunately this 
is a semantic issue that cannot be resolved by logic 
or observation. Second, if conversion is probable, 
FRS 4 is not consistent with the UK conceptual 
framework, which recommends that a liability 
should be recognised if it is probable that a future 
economic benefit will flow from the enterprise. 
Third, coexisting with the obligation to redeem the 
debt is an obligation to issue equity. 

It may be interesting to see qualified support for 
the official British position in an Australian con- 
ceptual framework document, which argued that 
(SAC 4, 1995, paragraph A65): 


The Boards have adopted the view that while 
the recognition criterion of probability is an 
appropriate concept for the elements in gen- 
eral, practical application of that concept 
may need to be varied in some accounting 
standards, so as to foster reliable and com- 
parable reporting for items which are parti- 
cularly subject to uncertainty. For example, 
Exposure Draft ED 59 Financial Instruments 
had proposed that the component parts of 
liability/equity compound financial instru- 
ments (such as debt securities that are con- 
vertible into ordinary shares) that are 
initially classified as liabilities by issuers 
would continue to be classified as liabilities 
whether or not the general probability crite- 
rion for recognition as a liability is satisfied, 
except when the next opportunity for con- 
version or redemption is within 12 months of 
the reporting date. 


The weakness of the above argument is com- 
mented on in sub-section 5,2. 


s, An alternative solution 


5.1. Old Wine in New Bottles 

IAS 32 views a compound financial instrument 
as comprising two component parts. The claim 
that it is only a matter of form that the single in- 
strument is not represented by two separate in- 
struments has been disputed in the previous sec- 
tion. Rather, a convertible debt can be conceived 
as a single financial instrument with a dual nature, 
comprising the nature both of liability and equity. 

Under this concept, the instrument cannot be 


decomposed into severable component parts; it 


4 The authors are indebted to a reviewer of this journal for 
this brief account of UK GAAP. 
5 See footnote 7. 
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can be said that its liability nature or equity nature 
is dominant at a particular time. The accountant’s 
problem is to identify which is the dominant na- 
ture and classify the instrument accordingly for re- 
porting purposes within the historical cost frame- 
work. The classification issue is redefined, in which 
the compound instrument is not dichotomised into 
its liability and equity components. Rather, it is 
treated as wholly debt or wholly equity depending 
on the probability or expectation of a future out- 
flow. This approach to the measurement and re- 
porting of the liability is consistent with the CF 
and other conceptual frameworks. 

The recommendations in this paper are not 
new.® Its treatment conforms with the approach in 
the original version of the Australian document, 
SAC 4 ‘Definition and Recognition of the Ele- 
ments of Financial Statements’ (1992), Appendix, 
paragraph 27, reproduced in full below: 


Convertible debt -securities give the holder 
the right to receive interest periodically and 
repayment of the principal amount on ma- 
turity, and an option to convert the securities 
to ordinary shares on specified terms. While 
these securities meet the definitions of liabil- 
ities, they may fail to meet the criteria for 
recognition as liabilities because of the op- 
tion to convert the securities tọ ordinary 
shares. If conversion of the securities is the 
probable outcome, they would not meet the 
criteria for recognition as liabilities since it 
would not be probable that a sacrifice of 
service potential or future economic benefits 
would be required to settle the present obli- 
gation, in which case the securities would 
need to be classified as equity. If redemption 
of the securities is the probable outcome, 
they would need to be classified as liabilities. 
If the probable outcome changes during the 
term of the securities, the securities would 
need to be reclassified to reflect the changed 
circumstances. Whether the option is exer- 
cised or the securities are allowed to mature 
will generally depend on the relationship be- 
tween the market price of the ordinary shares 
at the conversion date and the conversion 
price. The closer the maturity date of the se- 
curities, the more likely it will be that an ex- 
cess of market price over conversion price 


6 Also, Purdy (1990) recommends the treatment of convert- 
ible notes as debt when the conversion value is below that of 
equivalent straight debt, and as equity when above, However, 
Purdy focuses on preserving double entry in the books rather 
than conceptual clarity, and his alternative treatments all entail 
entries to discount on debt (a debit) and to equity (a credit). 

7 SAC 4 (1992) was superseded by SAC 4 (1995), which in- 
dicates that difficulties exist with the practical application of 
the concept of probability in accounting for convertible debt 
(1995, paragraph A65, reproduced in section 4). 
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would result in an assessment that conver- 
sion of the securities is probable. 


The notion of fuzzy sets provides an alternative 
way of looking at this problem.š Fuzzy sets differ 
from classical sets in that membership of a fuzzy 
set is not binary in nature. Rather, there is a con- 
tinuum along which the degree of membership is 
positioned (see Zadeh [1965] for an introduction 
to fuzzy set theory, and Zebda [1989; 1991] for 
applications in accounting). 

IAS 32, in forcing classification of a compound 
instrument as partly liability and partly equity, in- 
advertently advocates the longevity of classical sets 
for classifying source of capital. The approach rec- 
ommended in this paper would involve ascertain- 
ing which membership of association is greatest 
and classifying the instrument accordingly. 
Strictly, this is not a fuzzy set approach but at least 
it is philosophically consistent with such an ap- 
proach, i.e. a two-faced instrument rather than an 
instrument of two parts. 

Two problems associated with the recom- 
mended approach in this paper are addressed in 
sub-sections 5.2 and 5.3 below. 


5.2. Operationalising the Accounting Term 
‘Probable’ 

The expression ‘probable’ is used in a number 
of conceptual frameworks in defining a liability 
(e.g. in the US), or in defining the recognition of 
a liability (e.g. IASC and in Australia). In order 
to implement recognition, the expression “‘proba- 
ble’ itself has to be defined in quantitative terms, 
that is p>y%. This task so far has eluded 
accountants. 

In the US, Beaver (1991) reported that in ac- 
counting practice ‘probable’ might be taken to 
mean well over a 50% chance of occurring, say, 
between 70-90% or even ‘virtually certain to oc- 
cur’. As it is difficult to conceive of accountants 
being so reluctant to recognise a liability, it is con- 
cluded that the FASB has difficulty in interpreting 
this expression. 

In Australia, the AARF has explained that the 
term ‘probable’ means ‘more likely than less likely’ 
(SAC 4, 1995, paragraph 67), an interpretation 
with which some accountants might not agree. 
p=0.501 satisfies this interpretation, yet this prob- 
ability is close to obtaining head or tail on the 
throw of an unbiased coin. A related issue 1s 
whether the term “probable” is to be interpreted the 
same way for liabilities as for assets. The answer 
given by the AARF is in the affirmative. On this 
matter, the AARF is not aligned with the IASC 
and the UK Accounting Standards Board, whose 
conceptual frameworks include ‘prudence’ as a de- 


8 The authors are indebted to an anonymous reviewer of this 
journal for this insightful input. 
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sirable qualitative characteristic (whereas the Aus- 
tralian framework does not). 

Other qualities of accounting information com- 
mon to most conceptual frameworks are relevance, 
reliability and comparability. To report an amount 
as a liability when the probability criterion indi- 
cates that a liability should be recognised and to 
continue to report the same amount as a liability 
in subsequent years, when the probability criterion 
indicates that a liability should not be recognised, 
cannot possibly ‘foster reliable and comparable re- 
porting for items which are particularly subject to 
uncertainty’ (SAC 4, 1995, para. A65). 

The concept of a probability criterion should 
have taken uncertainty into account. The chance 
of an unspecified disaster does not preclude stat- 
isticians (for example, actuaries) from calculating 
a probability criterion within acceptable confi- 
dence limits. The claim of accountants that it is 
too difficult to apply a suitable probability crite- 
rion consistently will not lead to improved finan- 
cial reporting. A top priority for standard setters 
is to clarify the probability concept in an account- 
ing context and develop a suitable probability 
criterion. 


5.3. Identifying the Crossover Boundary 

The second problem is to identify the crossover 
boundary from recognition to non-recognition (or 
vice versa) of the convertible debt as a liability. 
This is a function of the exercise or redemption 
price, the share price and its standard deviation. 
In the example given in Section 2, the exercise or 
redemption price per common share (x) is $4. If it 
can be assumed that the share price is normally 
distributed with a mean (m of $3 and a standard 
deviation (sd). of $0.90, then the z value is calcu- 
lated as follows: z = (x—my\sd = (4—3)0.9 = 
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1.11, that is, the redemption price is 1.11 standard 
deviations to the right of the mean. This indicates 
that the probability of redemption (p) is 0.8665 
(represented by the non-hatched area in Figure 1) 
and the probability of conversion (1 —p) is 0.1335 
(represented by the hatched area). 

Figure 1 shows the value of p at the time of 
issuance. If the expected share price has increased 
in a following year, the boundary line in Figure 1 
will shift to the left. When the value of p is less 
than y per cent, the convertible debt should no 
longer be recognised as a liability and will be re- 
cognised as equity. 

For simplicity, the above demonstration as- 
sumes that the share price is normally distributed. 
In practice, the assumption is not realistic and can 
be relaxed. The Black-Scholes model implies that 
the distribution of share prices at the end of a 
given time period (e.g. at the exercise date) is log- 
normal, i.e. the natural logarithm of the share 
price is normally distributed (Hull, 1993: 210; Peir- 
son, Bird, Brown and Howard, 1990: 640). Ex ante 
price behaviour would need to be modelled on past 
observations. If this is considered to give an ade- 
quate approximation, the problem posed by the 
share price distribution is not intractable. 

The above resolution of the liability recognition 
issue is dependent on the normal or lognormal dis- 
tribution of a variable (viz. the share price) which 
will largely determine the occurrence or non-oc- 
currence of the liability event. It is seen that a sim- 
ple solution is available for the convertible debt 
example given in the Appendix to IAS 32. 

Of course, there are more complex considera- 
tions where convertible debt issues contain addi- 
tional features, such as premium puts and embed- 
ded calls. In these circumstances, it might be 
difficult to apply the solution proposed above, but 


Figure 1 
Probabilities associated with redemption and conversion assuming a normally distributed share price 


 m-3sd 
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it will also be difficult to compute the straight debt 
value as illustrated in the Appendix to IAS 32. It 
may be hypothesised that the standard setters have 
intentionally restricted the complexity of this 
problem in an omnibus standard. 

One further point needs to be stressed. The pro- 
posed solution in this paper does not address those 
liability recognition contexts which are not asso- 
ciated with observable market price behaviours 
(e.g. changes in the share price). 


6. Probability of conversion in accounting 
pronouncements 


6.1. Accounting for Compound Financial 
Instruments 

As discussed above, there are two alternative 
treatments of the probability of conversion and its 
role in accounting for compound financial instru- 
ments in accounting standards. First, UK stan- 
dard setters, after due consideration, have rejected 
any role for the probability of conversion in the 
reporting context. FRS 4 requires the compound 
instrument to be reported as debt over its entire 
life. 

Second, IAS 32 and AASB 1033 require the re- 
porting entity to dichotomise the compound in- 
strument into its debt and equity components at 
the date of issue. The value assigned to the equity 
component reflects the probability of conversion 
at that date. Under the no-revision rule, changes 
in the probability of conversion in either direction 
in subsequent years are ignored. 


6.2. Reporting Earnings per Share 

Generally, the professional accounting stan- 
dards typically require basic earnings per share 
(EPS) to be calculated by dividing the earnings of 
the company for the financial year by the weighted 
average number of ordinary shares outstanding, 
and diluted EPS to be calcuated by dividing the 
sum of earnings and interest on the convertible 
notes by the sum of the weighted average number 
of shares and convertible notes outstanding. 

For example, SSAP 3 (amended, ASB, 1992c), 
TAS 33 (1997), and (US) SFAS 128 (1997), each 
entitled Earnings Per Share, adopt this approach. 
In other words, in computing basic EPS, it is as- 
sumed that no conversion will occur, irrespective 
of whether the probability of conversion is high or 
low; and in computing diluted EPS it is assumed 
that full conversion will occur, irrespective of 
whether the probability of conversion is high or 
low. 

On the other hand, the Australian standard, 
AASB 1027 Earnings Per Share (1992) does take 
the probability of conversion at the reporting date 
into account in calculating diluted EPS. If and 
only if there is a probability of conversion of the 
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notes into ordinary shares, then the numerator will 
comprise the sum of earnings, interest on the con- 
vertible notes and imputed after-tax earnings on 
funds available from conversion, and the denomin- 
ator will comprise the weighted average number of 
potential ordinary shares outstanding. AASB 1027 
provides guidelines on the factors that should be 
considered in determining the probability of 
conversion. 

IAS 32 will not be consistent with the treatments 
accorded to basic EPS or diluted EPS in any of 
the accounting standards described above. Its 
decomposition approach is based on a conversion 
feature, which reflects the probability of conver- 
sion as at the date of issue. 


7. Summary and conclusion 


This paper has addressed the following issues. An 
important issue is the felt necessity that where a 
standard has departed from the thrust of the CF, 
the standard setters should be obliged to disclose 
the inconsistency and explain their reasons for this 
particular action. In the context of compound fi- 
nancial instruments the present writers have noted 
that the definition of a financial liability in IAS 32 
is inconsistent with that of a liability in the CF. 

Reporting a convertible debt at current or mar- 
ket value is not feasible. While arguments can be 
offered for measuring and reporting certain assets 
and liabilities at current or market value, this 
measurement rule cannot be extended to the equity 
component in a compound financial instrument. 
Thus, it would appear that a convertible debt 
should be measured and disclosed at its historical 
amount. IAS 32 requires a compound financial in- 
strument to be classified into its debt and equity 
components as at the date of issuance and re- 
ported thereafter at these pre-determined historical 
amounts. Criticisms of these requirements are of- 
fered in Section 3. 

The present writers have proposed that it might 
be more appropriate to conceive of a convertible 
debt as a single financial instrument with a dual 
nature, comprising the nature both of liability and 
equity. Under this concept, the instrument cannot 
be decomposed into severable component parts; 
rather it can be said that its liability nature or eq- 
wity nature is dominant at a particular time. The 
accountant’s problem is to identify which is the 
dominant nature and classify the instrument ac- 
cordingly for external reporting purposes. 

An important issue concerns the use of the term 
‘probable’ in the liability concept. Probability is a 
core concept in the definition and/or recognition 
of elements in the CF, but it is ill-defined and the 
problem of operationalising this criterion has not 
been addressed. This omission becomes starkly ev- 
ident in the flawed approach to accounting for 
compound financial instruments. A top priority 
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for standard setters is to clarify the probabilty 
concept in an accounting context and develop a 
suitable probability criterion. 

In the final analysis the issue is whether the stan- 
dard will result in a true and fair view being pre- 
sented in the financial statements. There are a 
number of interpretations of what constitutes a 
true and fair view. The US and Australian inter- 
pretation is that the application of accounting 
standards results in financial statements that are 
true and fair, but the preparer may be required to 
provide additional information in order that finan- 
cial statements are not misleading. 

An alternative, British, view is that financial 
statements are true and fair if they contain what a 
reasonably knowledgeable user would expect to 
see, given the facts and present-day accounting 
practice. If a convertible debt were reported as 
having, say, a 90% liability component when the 
probability of redemption is in fact low, then un- 
der the first interpretation of a true and fair view 
it would be incumbent on the preparer to present 
additional information so that the financial state- 
ments are not misleading. Under the second inter- 
pretation the financial statements cannot be re- 
garded as true and fair. Preparers might adopt an 
alternative approach, i.e. not apply the standard 
and indicate their reasons for not doing so in order 
to present a true and fair view. 

There is one more issue. There is a global drive 
towards harmonisation with international ac- 
counting standards, and there is some evidence 
that IAS 32 will be embraced by various national 
jurisdictions in the interests of harmonisation. This 
paper has argued that the treatment of compound 
financial instruments in IAS 32 is flawed in several 
important aspects. There is, then, all the more 
reason for the international standard setters to 
revisit this standard without unseemly delay. 
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Book Reviews 


Accounting for Overheads: Critique and Reform. 
Michael Bromwich. Acta Universitatis Upsaliensis, 
1997. 102pp. SEK 143. 


The purpose of this study is to analyse the 
relationship between accounting cost and tech- 
nology. The need for this consistency between ac- 
counting and technology of an increased dynamic 
character is a major challenge to accounting. 
Without this consistency, accounting signals may 
become increasingly dysfunctional. A second pur- 
pose of the study is to find methods to reduce the 
number of resources and costs which are treated 
as fixed overhead costs in the traditional account- 
ing system. An introduction to the analysis to be 
performed in the following chapters is given in 
Chapter 1. The main content of the book is con- 
tained in Chapters 2 and 3. Chapter 4 contains 
conclusions and recommendations. 

Chapter 2 contains the assumptions on which 
the analysis is supposed to be based. The first part 
of the chapter is devoted to the analysis of the 
impact of the firm’s technology on the cost struc- 
ture. A three-way classification system is used in 
the present context: operational characteristics, 
supply characteristics, supply characteristics and 
managerial characteristics. Similarly, the factor 
markets are found to be of importance in under- 
standing the cost structure. 

Another dimension of the cost structure is the 
classification of resources into private and public. 
The issue of separability is shown to be central for 
this understanding; that is, decomposition of the 
cost function into several subcomponents is essen- 
tial for the construction of easy to use accounting 
systems. The chapter is concluded by an analysis 
of the new trend in costing literature, ABC. It is 
shown that application of ABC requires that rig- 
orous conditions of the production technology are 
satisfied. The essential features of ABC require li- 
nearity of resource consumption and separability 
of the cost function. Often these assumptions are 
neglected. 

Some of the most difficult problems facing an 
accountant are analysed in also Chapter 3. That 
is, issues related to common and joint costs. De- 
cision driven costs are discussed here. It is shown 
how understanding the production technology 
might help in assigning those types of costs to ob- 
jects. One is to create a cost hierarchy such that 
costs are reported in the place in the organisation 
at which they become incremental. 
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Other means are the use of either market pricing 
schemes or taxing schemes in the form of the 
opportunity costs constructs that can be obtained 
from mathematical programming approaches to 
the analysis of resource allocation. The full menu 
of these options is discussed. Finally, it is sug- 
gested that non-financial measures are important 
for planning and control of such resources. 

Chapter 4 provides a summary of the findings, 
together with the implications of the analysis 
formed as recommendations for accounting re- 
porting. The point in this chapter is that the ac- 
counting report should reflect the technological 
characteristics of the resources, and this is done 
through a hierarchy of costs. This way, resource 
requirements are linked to the variability of the 
factors causing the resource usage to vary. That is 
an old recipe; however, it is refined in this text to 
accommodate for the evolution of the production 
technology. 

To summarise, it is a very important subject 
Michael Bromwich has analysed in this book. It is 
not an easy book to read. The structure of the 
underlying problems is important for understand- 
ing the findings, and often the structure of the pro- 
duction process becomes very complicated. The 
author has not used mathematics to convey his in- 
sights. That increases the audience for this book 
but at the risk that some of the complicated eco- 
nomic structure is not fully captured by the verbal 
description. However, studying this book is defin- 
itively worthwhile as the insights gained clearly 
outweigh the costs. The connection between tech- 
nology and costs is important for the understand- 
ing and interpretation of accounting, and this 
book brings our knowledge of this one step 
further. 


Odense University John Christensen 
Linking Social Science Information to Policy- 
Making. Cheol H. Oh. Greenwich, Connecticut: 
JAI Press, 1996, xviiit201pp. ISBN 07623 0155 4. 
£49.95. 


Cheol Oh’s book is the tenth volume in the JAI 
Press International Series of Monographs in Law 
and Economics, History of Economic Thought 
and Public Finance. Oh’s book contributes 
towards an expanding literature, predominantly 
US-based, on the evaluation of public policy and 
the role of social science research in policy 
decisions. In essence, the programme of this type 
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of research is to explore under what conditions re- 
search information is most hkely to affect the pol- 
icy-making of governmental agencies. 

The ambition of this particular example of pol- 
icy evaluation is considerable in that Oh argues 
that earlier studies have lacked proper consider- 
ation of the ‘impact’ of social science information 
on policy which instead have tended to concen- 
trate upon whether such ‘information’ has been 
utilised and processed in policy decisions. More- 
over, Oh argues that much of the previous litera- 
ture has offered only ‘partial explanations’ by 
adopting ‘single perspectives’ such as rational 
choice theory, information-communities study or 
organisation theory, whereas the present study of- 
fers a ‘comprehensive conceptual framework’ for 
information utilisation and a test of that frame- 
work. Against this background of high aspirations 
I should mention that the policy initiatives Oh in- 
vestigates in this book to develop his framework 
are in the area of mental health. 

Much of the book’s first chapter develops the 
claim that policy evaluation studies are immature, 
both in theorisation and results, for the reasons 
outlined above. In Chapter two, Oh develops a 
brief critique of the concept of information or 
knowledge derived exclusively from the due pro- 
cedures of ‘scientific method’. Oh makes it clear 
that his usage of the term ‘information’ is to in- 
clude also ‘propositions, conjectures, statements 
and hypotheses’. Most of the book is concerned 
with the development of the aforementioned con- 
ceptual framework for information utilisation. 
Chapters three and four draw out from previous 
studies the key theories that have influenced policy 
evaluation studies and use them to develop an in- 
tegrated model of the information utilisation and 
impact process. This model then includes environ- 
mental issues concerning the nature of the policy 
area, organisational characteristics which Oh takes 
to mean the position of decision-makers in the or- 
ganisational hierarchy, decision-maker character- 
istics (personal motivations) and, finally, the char- 
acteristics of information, including its source, and 
‘ease of dissemination’. The key factors of the 
model are then linked structurally into a set of 
causal relationships and tied to factors likely to 
influence the impact of social science information 
(such as demographic factors and organisational 
characteristics). 

Only at a relatively late stage of the book 
(Chapter four) is an account of the research itself 
offered. Oh tests his model against two policy ar- 
eas in mental health: policies affecting the delivery 
of mental health services (political choices) and 
policies affecting the financing of mental health 
services (technical choices). Interviews with almost 
500 federal, state and local policymakers from 18 
states in the US were conducted. These included 
representatives from mental health agencies, com- 
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munity groups, legislators, pressure groups. The 
remaining chapters offer the results of tests of the 
model and conclusions/recommendations for fu- 
ture research. Oh constructs two path models, 
covariance models without latent variables, the 
first of which is ‘tested’, empirically and somewhat 
obscurely, against ‘reality’; the second model is de- 
signed to test causality among the factors associ- 
ated with the impact of information on decision 
making, using Ordinary Least Squares multiple re- 
gression for the continuous dependent variables, 
and maximum likelihood logistic regression for the 
dichotomous dependent variables. The results 
show that in both policy areas all factors play an 
important role in explaining the use of information 
in decision-making. 

So the author’s model appears to be validated, 
although to what end for the financing and deliv- 
ery of mental health care is unclear. Indeed, the 
book could not be criticised for providing over- 
whelming detail, neither in terms of the nature of 
‘data’ that is used to perform the path analysis nor 
the implications for mental health service in the 
US. The bulk of the book highlights, repeatedly, 
the need for an integrated model of information 
utilisation in policy-making and sets out what such 
a model might look like. Oh’s results confirm his 
model, although in view of i) the vague under- 
standing of what constitutes ‘social science’ 
information, ii) the highly general form of the ‘fac- 
tors’ (the individual, the organisation, the informa- 
tion, the environment offered to account for 
information use and iii) the unclear relationship 
between the research interviews and the ‘data’ that 
forms the path analysis, the reader might be un- 
surprised by that. 

Yet the book offers a diverting insight both into 
trends in North American policy analysis post Wil- 
davsky and is, perhaps, of interest to those puzzled 
by the relationships between academic research in 
accounting and the profession’s own policy- 
making process. Whatever reservations might be 
held about divorcing the concept of ‘information’ 
from knowledge of ‘organisation’ and ‘environ- 
ment’, as if social science doesn’t also inform us 
of our ‘position’ in an organisation or even our 
‘motivations’, the ambition and breadth of the 
book offers ample scope for moving theorisation 
of the roles of accounting theory and practice be- 
yond simple ‘gap’ theory. From this book there 
might be gained a more complex understanding of 
the dynamics of policy-making. 


Manchester School of Management UMIST 
Keith Robson 
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The audit society: rituals of verification. Michael 
Power. Oxford University Press, 1997. 183pp. 
£19.99, 


In his preface, Power asks: ‘So what, after all this 
is the “relevance” or “use-value” of this book? Its 
relevance is that the book articulates fundamental 
concerns about the nature and usefulness of audit. 
It deals with a wide diversity of issues surrounding 
the audit and offers a rich and intricate interweav- 
ing of the concepts such as trust, culture, risk, 
accountability and democracy; raising more 
themes and ideas than can be consistently dealt 
with in one volume. The most significant contri- 
bution of the book is its questioning of whether 
audit can deliver its goals of control and trans- 
parency based on its imperfect technologies, and 
why audit itself is insulated from radical enquiry. 

The main arguments of the book are not 
new—they were first raised in the author’s seminal 
work on “The Audit Explosion’ (Power, 1994). The 
arguments here, however, have matured and are 
subject to a more subtle and extensive analysis. 
' Power distinguishes between two elements of au- 
diting: progammatic and technological. At the 
programmatic level auditing is part of the regula- 
tory regime, a way of ensuring policy is put into 
effect while allowing the state to withdraw from 
regulation and from the ‘murky plain of over- 
whelming detail’ (p. 53). At the technological level, 
auditing is a set of techniques. Power suggests that 
the technological element is incapable of fulfilling 
the promise made at the programmatic level. 

The emerging emphasis on governance is cited 
as an important influence on the programmatic de- 
mand for auditing; in particular with regard to im- 
proved accountability and the empowerment of 
stakeholders. Power discusses this in three over- 
lapping contexts: the public sector, the Cadbury 
code, and quality and environmental audits. These 
introduce a major theme of the book: the emphasis 
that the audit places on internal control systems 
and auditable performance measures to replace or 
compensate for the difficulty of auditing real 
performance. Auditors attempt to make entities 
auditable through sampling, reliance on specialists 
and systems. Power argues that these methods are 
only ‘loosely coupled’ to the organisation’s activi- 
ties and so may not meet the audit objectives of 
giving assurance, improving compliance and stim- 
ulating best practice, and hence may become mere 
‘rituals of verification’. 

The case studies show that ‘systems with very 
similar general features are being developed in di- 
verse contexts to provide an auditable surface for 
the organisation’ (p. 114) and they illustrate how 
organisations interact with the audit process and 
ways that they benefit or suffer because of the au- 
dit. People within organisations may respond to 
the audit with a mixture of ‘de-coupling’ and 
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‘colonisation’ strategies. In the former case (de- 
coupling) the audit is seen as primarily for legitim- 
isation purposes. It is characterised by ritualistic 
compliance and the organisation may set up buffer 
structures (e.g. audit committees), to deal with the 
audit leaving the rest of the organisation largely 
unaffected. 

Colonisation may occur because formal proce- 
dures become ingrained habits or because individ- 
uals welcome documentary proof of their activities 
and perhaps perceive the audit as helpful. Power 
believes that colonisation is difficult to achieve due 
to inherent professional conflicts, but it is possible 
that he dismisses it too quickly. This idea of in- 
dividuals valuing feedback from the audit seems 
worth exploring—it could help explain why some 
professionals such as teachers, doctors and aca- 
demics, despite initial reservations and tensions, 
enthusiastically embrace performance measure- 
ment and self-audits. 

The concluding section of the book suggests im- 
plications for policy makers. These are almost 
incongruously pragmatic. Suggestions include the 
need for more reflection on the mix between inter- 
nal and external audit and on the consequences of 
audit arrangements. Also mentioned is the need 
for sensitivity in deciding where audit or trust is 
appropriate in relation to different audits and au- 
ditees. Power even suggests that it may be possible 
to develop criteria, performance indicators per- 
haps, by which audit could evaluate itself, al- 
though he does admit that this might be ‘... an 
ironic extension of auditing and a further step 
towards the audit society?’ (p. 144). 

The most frustrating aspect of the book is that 
it never defines audit. Power argues throughout 
that ‘it is precisely this fuzziness in the idea of au- 
diting that enables its migration and importation 
into a wide variety of organisational contexts’ (p. 
86). Despite this, he does define some boundaries 
for audit, for example distinguishing audit from 
surveillance and inspection. In general, the under- 
standing of ‘audit’ is narrower in this book than 
it was for the ‘audit explosion’ (Power, 1994), 
which also placed emphasis on performance 
measurement and inspections. The emphasis here 
is mainly on the influence of financial auditing as 
a powerful model for other auditing practices. 
There is little discussion of emerging audit tech- 
nologies that merge with performance measure- 
ment and inspection, and which may provide a 
greater accountability challenge. 

These evolutions in Power’s thinking detract 
significantly from his claims for an audit society; 
or at best offer an impoverished view of an audit 
society. The type of audit Power discusses is often 
remote from society. He discusses in some detail 
how financial auditing techniques have extended 
out into many areas, but the view of audit as an 
idea, which has come to permeate all our lives, is 
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very much a secondary theme. By considering the 
inspection and performance measurement ele- 
ments, in addition to the audit elements, we can 
see the extreme effects of the audit society that 
touch the lives of both the public and the profes- 
sionals. Despite their limitations, league tables and 
schools inspections are highly visible and threat- 
ening to the professionals and are perceived to 
provide useful insight for stakeholders. 

If we take ‘checking’ or ‘monitoring’ as the de- 
fining characteristic of an ‘audit society’ then in- 
spection and performance measurement are im- 
portant parts of that society. In fact, it could be 
argued that audit is but one aspect of a ‘perform- 
ance measurement society’. 
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Power concludes that ‘this book is not intended 
as the final word, and I shall be content if others 
find it useful, interesting and provocative’ (p. 143). 
It will undoubtedly fuel academic debate, and pro- 
vides the crucial foundation from which the audit 
society, its drivers, obstacles, strengths and limi- 
tations can be further explored and debated by 
practitioners and researchers. 
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The market for information—evidence from 
finance directors, analysts and fund 


managers 
Richard G. Barker* 


Abstract—The theoretical distinction between information efficiency and fundamental efficiency suggests an im- 
portant question for accounting research, which is whether (and to what extent) there exists an equilibrium mechan- 
ism whereby fund managers’ investment decisions can be fully informed. This question is approached in this paper 
by means of developing a grounded theory of the market for information. The theory is derived from a (mostly 
interview-based) empirical analysis of the economic incentives of finance directors, analysts and fund managers with 
respect to stock market information flows. The evidence suggests a two-part theory. First, it is argued that ‘raw’ 
data flowing directly from companies is of considerably greater importance to fund managers than ‘processed’ data 
generated by analysts. Second, analysts are nevertheless argued to play an important role in the market for informa- 
tion, as both mechanisms of information efficiency and as providers of benchmarks for consensus valuation. This 
theory implies that the research literature has paid insufficient attention to the role of accounting information in 
direct communication between companies and fund managers and, related to this, that the role of analysts in share 


price determination has been overstated and only superficially understood. 


1. Introduction 


This paper develops a grounded theory of the mar- 
ket for information, based upon an empirical ana- 
lysis of the economic incentives of finance direc- 
tors, analysts and fund managers with respect to 
stock market information flows. Section 2 of the 
paper identifies limitations in the concept of 
information efficiency and introduces the market 
for information as a theoretical framework for ad- 
dressing these limitations. Section 3 outlines re- 
search questions for the paper, Section 4 reviews 
prior research, and Section 5 describes the research 
methodology employed. Sections 6, 7 and 8 pres- 
ent and discuss research findings with respect to 
finance directors, analysts and fund managers, 


*The author is at the University of Cambridge. He wishes to 
thank various individuals who have contributed either helpful 
suggestions or fieldwork support (or both)}—in particular, 
Geoffrey Whittington, and also John Arnold, David Damant, 
Shirley Dex, David Gray, Paul Healy, Anthony Hopwood, 
Mary Keegan, Geoff Meeks, Alan Spall, Nigel Stapleton and 


Sir David Tweedie. Helpful input was also received from the . 


editor (Ken Peasnell), the anonymous referees, and participants 
at the 1997 BAA National Conference and at seminars held at 
Cambridge, City and Hull Universities. The author retains 
responsibility for any remaining errors. He is grateful to the 
Economic and Social Research Council (ESRC), the Newton 
Trust and Price Waterhouse for research funding. Corre- 
spondence should be addressed to Dr Richard G. Barker, Uni- 
versity lecturer in accounting at the Judge Institute of Manage- 
ment Studies, University of Cambridge, Trumpington Street, 
Cambridge CB2 1AG. Telephone: 01223 339646 (Direct); 
01223 339701 (Fax); e-mail: rgb1001@cam.ac.uk This paper’s 
first version was submitted in May 1997 and the final version 
accepted in March 1998, 


respectively, and Section 9 concludes the paper by 
developing the grounded theory and deriving im- 
plications from it. 


2. The market for information 


Fama’s (1970) efficient market is a model which 
appears, a priori, to fit the stock market well. 
Information on prices, news items, financial state- 
ments, and so on, is simultaneously available at 
low cost to most stock market agents, who 
respond to it in a rapid and highly competitive 
manner. It would be surprising, therefore, if there 
were any significant inefficiencies in the stock mar- 
ket with respect to the information that is made 
available to it. The efficient markets hypothesis 
(EMH) ts, however, silent on two centrally impor- 
tant aspects of this availability. The first is the 
quantity and quality of information with respect 
to which the market is efficient, and the second is 
the equilibrium mechanism! by which the market 
becomes efficient. In other words, because the 
EMH is concerned solely with a positive descrip- 
tion of information efficiency, it ignores the im- 
portant normative issue of how the market might 
move closer to fundamental efficiency (which arises 
if stock market prices perfectly anticipate future 
outcomes). This distinction between these two con- 
cepts of efficiency is important for policy-relevant 
research because of the likelihood that value-rele- 


l An ‘equilibrium mechanism’ is taken here to mean the pro- 
cess of information transfer and analysis that leads to trading 
decisions, and thereby to price information. 
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vant information exists that is not Impounded in 
share prices—either because it is not made avail- 
able, or because it is not processed correctly. 

Market-based research in accounting is meth- 
odologically reliant upon the EMH, and it there- 
fore shares the limitations outlined above. Its fo- 
cus has been on a narrow, positive concept of 
information usage, which is that of reflection in 
either share prices (see, for example, Beaver (1989) 
for a review) or in analysts’ earnings forecasts (e.g. 
Abarbanell 1991, and Elgers and Murray, 1992). 
It has also tended to rely on assumptions, rather 
than on direct tests, of the market’s equilibrium 
mechanism.? 

A theoretical framework for examining informa- 
tion availability and usage is provided by Gonedes 
(1976), who notes that the characterisation of the 
stock market as efficient imposes assumptions re- 
` garding a second, and conceptually distinct, mar- 
ket, which is the ‘market for information’ (see also 
Keane, 1983). The significance of this distinction 
is that if the market for information fails to make 
information available to the stock market, and if 
the information that it does provide is incorrectly 
processed, then even an informationally efficient 
stock market would fail in its primary function of 
efficient resource allocation. 

Moizer and Arnold (1984) identified two cen- 
trally important interest groups within the market 
for information, which are firms of stockbrokers 
(hereafter ‘analysts’) and fund management firms 
(hereafter ‘fund managers’). The analysts do not 
buy and sell shares on their own account. Rather, 
they are specialist advisers who seek and process 
information and then ‘sell’ it to fund managers. In 
turn, the fund managers are responsible for buy- 
ing, holding and selling shares, and thereby deter- 
mining share prices. They rely on advice from the 
analysts and, in addition, they utilise information 
directly from companies and other sources. 

If we add analysts and fund managers to the 
public companies whose shares are traded on the 
stock market and who, therefore, supply the mar- 
ket for information, then we have the tripartite 
structure shown in Figure 12 An economic 


2 The most commonly assumed equilibrium mechanism is the 
competitive activity of security analysts—see Foster (1982), 
Schipper’s (1991) review article, and also Grossman and Stiglitz 
(1980). 

3 Note that: (1) a fourth interest group is the Accounting 
Standards Board (ASB), whose role as the regulator of financial 
reporting is indicated in Figure 1; (2) the public companies are 
represented by their finance directors (FDs), who are the main 
point of contact with the market for information and who sup- 
ply accounting and other information to it; (3) Figure 1 is a 
stylised version of the market for information, and it ignores 
other participants such as financial media and the government; 
(4) fund managers act on behalf of shareholders and are not 
themselves ‘true’ principals—indeed, there is an agency 
relationship between fund managers and shareholders, as noted 
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description of this structure needs to differentiate 
information flows between, on the one hand, com- 
panies and both analysts and fund managers and, 
on the other hand, between analysts and fund 
managers themselves. As shown in Figure 1, the 
first of these information flows may be termed the 
‘market for financial reporting’, and the second the 
‘market for financial analysis’. 


3. Research questions 


Fund managers make investment decisions that 
determine share prices. Central, therefore, to an 
understanding of the market for information is the 
question whether (and to what extent) there exists 
an equilibrium mechanism whereby fund manag- 
ers’ investment decisions can be fully informed. 
This question concerns both of the markets for 
information that are shown in Figure 1. 

Looking first at the market for financial report- 
ing, there is a potential under-provision of 
information caused by shareholders’ incentives to 
‘free-ride’ (e.g. Bromwich, 1992). Alternatively, 
market failure might be averted if finance directors 
(FDs) themselves have the incentive to supply 
information to shareholders (e.g. Watts and Zim- 
merman, 1986). 

Empirically, FDs’ actual incentives regarding 
information disclosure can be examined as follows. 
First, we need to understand why and to what ex- 
tent the share price is important to FDs, since this 
determines their incentives with respect to inform- 
ing the market. Second, we need to understand 
FDs’ perceptions of whether or not the share price 
is efficient (in both the strong and the semi-strong 
sense), since this affects how much the FDs believe 
they can influence prices. Finally, we must con- 
sider how FDs perceive the process by which dis- 
closed information is communicated and proc- 
essed, because this is central to the way in which 
they believe that valuation-relevant information 
can be conveyed. 

In contrast to the market for financial reporting, 
information is commercially traded on the market 
for financial analysis. This implies that (within a 
competitive markets framework) the cost of the 
analysts’ information service must be equated at 
the margin to a benefit to fund managers.‘ 


in Moizer and Arnold (1984). This observation does not, how- 
ever, affect the substance of the argument presented in this 
paper. 

It may be noted here that the concept of market efficiency 
is statistical rather than economic, since it is. concerned only 
with the correlation between information sets and prices, rather 
than with the relationship between the benefit to be derived 
from information compared with the costs of obtaining it (Ball, 
1990). There is no conflict between the statistical and the eco- 
nomic viewpoints if information costs can be assumed to be 
zero, but recognition of the role of analysts as information pro- 
cessors forces an economic interpretation. 
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Figure 1 
The market for information 


Finance directors 
(public companies) 


information flow 


influence on information flow 


It is possible that analysts’ value added arises 
because the direct supply of information from FDs 
to fund managers is inadequate. In this context, 
fund managers may rely on analysts to generate 
information from sources other than the market 
for financial reporting, such as industry or econ- 
omy data. Alternatively, analysts may be relied 
upon to provide a skilled and independent inter- 
pretation of company-sourced information. An- 
other possibility is that there are economies of 
scale in information processing, which are availa- 
ble to analysts but which cannot be captured by 
fund managers. 

An empirical answer to these (and to other) 
competing possibilities needs to address the eco- 
nomic incentives of both analysts and fund man- 
agers, together with the demand for information 
that is derived from these incentives. More specif- 
ically, we need to understand the nature of ana- 
lysts’ incentives with respect to the service that 
they supply to fund managers, and also fund man- 
agers’ investment objectives. We need also to un- 
derstand the types of information sources that an- 
alysts and fund managers find useful, together with 
the reasons for their preferences. The answer to 
these questions will help us to understand the ef- 
fectiveness and the relative importance of the mar- 
kets for financial reporting and financial analysis, 
and will thereby enable us to address the question 
whether, and how, fund managers’ investment 
decisions can be fully informed. 

The research findings with respect to the ques- 
tions raised here are reported below, after first re- 


Market for 
financial reporting 


Analysts 


Market for 
financial analysis 


Fund managers 





viewing prior research (Section 4) and outlining 
the methodology used to collect data (Section 5). 


4. Prior research | 


Prior research has addressed some of the questions 
raised above, although there are also important 
omissions. 

With respect to the supply of information by 
companies, it has been found that the propensity 
to voluntarily disclose information is positively re- 
lated to firm size and to equity issuance (e.g. Lang 
and Lundholm, 1993). The evidence is mixed, 
however, on the relationship between voluntary 
disclosure and financial performance (e.g. Lev and 
Penman, 1990, and McNichols, 1989), although 
Skinner (1994) finds that the market response to 
negative earnings surprises is greater than that to 
positive surprises, and that managers are more 
likely to voluntarily pre-empt the former than the 
latter. This evidence on voluntary disclosure has 
recently been extended by (for example) Marston 
(1996) and Holland (forthcoming), who use survey 
approaches to analyse the channels of communi- 
cation used by companies to inform the stock 
market. 

With respect to the demand for information, a 
number of UK studies have examined the informa- 
tion sources used by stock market participants 
(e.g. Lee and Tweedie, 1981, Arnold and Moizer, 
1984, and Pike et al., 1993, Table 2). The impor- 
tant distinction between analysts and fund man- 
agers is rarely drawn, however (though see Moizer 
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and Arnold, 1984), and there has also been little 
attempt to explain, in the light of the economic 
incentives of analysts and fund managers, the un- 
derlying reasons why the identified information 
sources are preferred and, further, the mechanisms 
by which they are used. These important omissions 
are addressed in this paper. 

A final, and important, observation to make 
with respect to prior research is that there has not 
been a combined study of finance directors, ana- 
lysts and fund managers. This is in spite of the fact 
that the behaviour of any one group will inevitably 
be influenced by that of the other two. The evi- 
dence in this paper therefore offers a unique 
opportunity to develop a grounded theory of the 
market for information based upon evidence con- 
cerning the interactions between each of the major 
constituent groups of the market—addressing, for 
example, the relative importance to fund managers 
of analysts versus finance directors as sources of 
information. 


5. Research methodology 


As indicated above, this paper does not aim to test 
predetermined hypotheses but, rather, to develop 
a theoretical framework within which to under- 
stand stock market information flows. In this 
sense, the paper may be seen as a development of 


grounded theory (Glaser and Strauss, 1967). This. 


is an approach which enables the researcher to 
take a broad view of a subject that has not pre- 
viously been well understood (in this case, the mar- 
ket for information) and then to derive theory 
based upon observation. 

The primary research methodology was that of 
semi-structured interviews.° These have the major 
advantage of allowing interviewees to express 
Opinions on wide-ranging, predetermined issues, 
and also in response to supplementary questions 
seeking clarity, consistency and full explanation. 
Against these benefits are potential problems of 
subjectivity and bias in the data and in its inter- 
pretation. In addition to interviews, initial research 
conducted with analysts made use of both partici- 


`The preference for a behavioural research methodology fol- 
lows from the above discussion of the EMH. In particular, be- 
cause a market-based test is necessarily based upon information 
actually used by stock market participants, it is methodologi- 
cally unable to address the hypothetical issue of what informa- 
tion might potentially be used. Equally, while a market-based 
approach is able to tackle specific, well-defined issues concern- 
ing information flows, it is not well suited to simultaneously 
tackling a range of issues, such as those identified in Section 3 
above. 
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pant observation and questionnaires. Participant 
observation was used to gain first-hand experience 
of both the environment in which analysts operate 
and of the work that they do (see also Gniewosz, 
1990). Such experience was informative in its own 
right as well as being invaluable in guiding the sub- 
sequent design and interpretation of question- 
naires and interviews. In turn, questionnaires were 
used in this study as an ‘intermediate step’ between 
participant observation and interviews. They were 
used both to clarify and quantify the findings of 
participant observation, and also to suggest areas 
for further investigation in the interviews, al- 
though they did not have the same scope as inter- 
views for in-depth analysis. 

Sample selection in this study reflects an interest 
in public companies and in firms of analysts and 
fund managers whose actions are material to share 
price behaviour. This included (for example) FDs 
whose companies are sufficiently large to have a 
well-developed market for information, as well as 
analysts who are market-leading rather than ‘typ- 
ical’. Specific details of sample selection and field- 
work are presented in an Appendix to this paper. 

In summary, empirical evidence is based upon 
participant observation (one month with a firm of 
analysts), questionnaires (42 from analysts), and 
interviews (40 with finance directors, 32 with an- 
alysts and 39 with fund managers). The sample of 
FDs represented more than 50% of the value of 
the FT-SE 100, while seven of the nine leading 
firms of analysts were included, and the fund man- 
agers represented approximately 24% of the value 
of UK equities under institutional management. 


6. Research findings—finance directors 


As suggested by the research questions outlined 
above, this section of the paper addresses finance 
directors’ incentives with respect to the market for 
financial reporting, as well as their perceptions of 
the information that they supply to this market. 
The finance director interviewees were almost 
unanimous in their opinion that the share price is 
of considerable importance. Only four FDs (10%) 
considered that it was of only some importance, 
and one regarded it as unimportant. This general 
level of concern is reflected in the level of interest 
in share price changes. Each FD in the sample 
keeps in touch with daily price movements and 
will, in almost every case, seek explanation of a 
material movement, or else will automatically re- 
ceive a report from the company broker. For 80% 


The fieldwork conducted with analysts was more extensive 
than that with either FDs or fund managers. This was for two 
reasons: (1) analysts physically occupy the ‘middle ground’ in 
between the other two groups, and they are therefore an ob- 
vious base for exploratory work, notably for participant 
observation; (2) the research literature suggested a focus on the 
role of analysts (e.g. Schipper, 1991). 
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of the sample, longer term trend price performance 
is of greater concern than shorter term volatility, 
which implies that the zero sum game of trading 
shares is of less concern than the return over time 
to the shareholders in aggregate. The FDs claimed 
to have a reasonable understanding of the deter- 
minants of this longer term performance. In con- 
trast, short term volatility is not necessarily un- 
derstood, and it is only really of importance when 
backed by high volume and/or by a significant 
news event or rumour. 

The most common benchmark against which 
the share price is monitored is the movement 
relative to the sector, and this 1s especially the case 
where the sector is relatively homogenous and 
competitive. This shows an understandable con- 
cern for company-specific price changes and, more 
generally, for peer group competition. Of lesser, 
but nevertheless material, importance are move- 
ments relative to the market and performance in 
absolute terms. 

When asked to articulate the reasons why they 
are concerned about share price performance, FDs 
offered a range of explanations. The most com- 
mon response was expressed by 27 FDs and re- 
lated to some notion of shareholder returns, with 
capital gains being placed alongside dividends as 
the primary measure of management performance. 
The other two areas frequently referred to were the 
threat of takeover (18 FDs) and the raising of eq- 
uity finance (16 FDs). Significantly, both of these 
reasons were often justified, either explicitly or im- 
plicitly, by reference to shareholder value—in the 
former case because current shareholdings might 
be acquired for less than their true value, and in 
the latter because this value would be diluted by 
the issue of new equity at a low price. In this con- 
text, share price volatility is undesirable because it 
can have the effect of increasing the cost of capital, 
risking takeover, or lowering the cash inflow from 
equity finance. Each of these is important for long 
term value. 

As might be expected, under-valuation is a 
greater concern than either unbiased share prices 
or over-valuation. This follows logically from the 
preceding paragraph, since under-valuation in- 
creases both takeover risk and the cost of equity 
finance, while over-valuation reduces both. There 
was certainly not, however, a lack of concern for 
over-valuation, and three reasons were offered for 
this: 

e there was a general belief that the share price 
will sooner or later return to its trend level, such 
that there are no enduring benefits in being over- 
valued; 

e in the case of both larger companies which are 
somewhat less concerned with takeover risk, and 
cash generative companies with no need of equity 
finance, there is little benefit in the share price be- 
ing anything other than accurately valued; 
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9 a reason mentioned by seven FDs was that the 
company has an obligation under stock market 
regulations to ensure that there is no material false 
market for the shares. 

More generally, 10 FDs discussed the impor- 
tance of the share price as a form of “performance 
feedback' from the stock market, which affects 
broad perceptions of the company and thereby re- 
lationships with customers, suppliers and employ- 
ees. Finally, nine FDs also mentioned personal in- 
terests in the form of the impact of share price 
movements on the value of stock options.? 

Overall, this analysis suggests that finance direc- 
tors certainly are concerned with their share price. 
It follows that their belief or otherwise in market 
efficiency is important, because this belief concerns 
whether and how they perceive that they can influ- 
ence their share price. 

The interview evidence indicated that most of 
the FDs perceived the stock market to do a fairly 
good job of valuing shares. Valuations were con- 
sidered to be good or better by 16 FDs and reason- 
ably good by a further 14, while six regarded them 
as no better than okay and the remaining four felt 
that they were poor. These perceptions may be 
examined further by considering the FDs’ assess- 
ment of three underlying factors. These are: first, 
the analytical ability of analysts and fund man- 
agers; second, the quality and quantity of informa- 
tion supplied by FDs; and, third, the time horizons 
of FDs relative to analysts and fund managers. 

Regarding the first of these factors, the FDs dif- 
ferentiated analysts into the ‘leaders’ and the 
‘pack’. Typically, there are about half a dozen 
leaders in any market sector. They were rated as 
either excellent or very good by 16 FDs, while 17 
rated them as good, and six considered them no 
better than okay. Only one considered them poor. 
In contrast, the followers were not as highly 
thought of, but then they were also not considered 
very influential in the market and therefore not an 
adverse influence on the ‘accuracy’ of valuations. 
Opinions on fund managers were less strongly ex- 
pressed, most often because they were regarded as 
generalists rather than as specialists. 

For the most part, FDs seemed well disposed 
towards the fund managers, and were satisfied 
with the analysis and understanding of both the 
buy-side analysts and the fund managers them- 
selves. Some of the FDs interviewed did raise some 
(mostly) minor reservations regarding information 
usage, and these generally concerned either de- 


7Stock options may have a significant indirect effect on share 
prices because they help to align the interests of management 
with those of shareholders. The direct effect on shareholder 
value of the cost of stock options is, however, small. This may 
explain why, in the context of stock market valuation, only nine 
FDs referred to them. An alternative explanation, however, is 
response bias. | 


8 


tailed aspects of accounting information or the 
integration of non-accounting Information Into 
valuations. As a general conclusion, though, the 
evidence here supports the view that FDs believe 
the market to be informationally efficient.š 

With respect to the more general issue of fun- 
damental efficiency, FDS were asked what 
information they could provide that would im- 
prove market valuations. A majority (27) con- 
sidered that the information in the public domain 
is sufficient to do a reasonably good job of valuing 
shares, subject to inherent uncertainty and to con- 
straints on disclosing competitively sensitive 
information. In fact, the important issue was 
generally claimed not to be the information itself 
but the effort expended in ensuring that it is clearly 
understood and that the key valuation messages 
are conveyed. Indeed, extra disclosure might even 
be detrimental to the process because it hides the 
wood further in the trees. 

A further issue concerning fundamental effi- 
ciency is the time horizon of FDs, when compared 
with those of analysts and fund managers. A first 
observation in this context is that analysts were 
generally (though not universally) regarded as hav- 
ing a somewhat shorter time horizon than fund 
managers, due to their commission-based incen- 
tives. In turn, fund managers were generally per- 
ceived to have a time horizon not too dissimilar 
from that of the FDs themselves. Overall, a mere 
10% of the sample considered that analysts and 
fund managers, taken together, have a markedly 
shorter time horizon than FDs, and a further 35% 
considered that there is some degree of a shorter 
term outlook. The remaining 55% firmly rejected 
the notion of short-termism and argued, for ex- 
ample, that the share price would suffer if there 
was an unexplained reduction in R&D activity or 
a failure to demonstrate that a long term strategy 
was in place. The general opinion was that the 
onus is on FDs to rise to the challenge of explain- 
ing longer term strategy, and short-termism seems 
likely to arise only when they fail to meet this 
challenge. 

Further evidence that reinforces the FDs’ per- 
ception of their role as communicators is that all 
of the interviewees considered themselves to be 
very important information sources (in agreement 
with the findings of Marston, 1996). This was less 
the case for companies where either macro-eco- 
nomic factors are of particular importance in driv- 
ing the share price, such as oil and insurance, or 
where the differentiation between companies in a 
sector is not great, such as electricity. In each case, 
though, the relative valuation of a company within 
a sector was thought to rely heavily upon informa- 
tion from the company itself. 


9 These findings are broadly consistent with Ashton, Cross- 
land and Moizer (1992). 
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This information is communicated in a number 
of ways, and for each company the investor rela- 
tions process is ongoing and has a regular annual 
cycle. This cycle will encompass at least two (and 
sometimes four) results announcements, which are 
typically followed by open meetings with analysts, 
fund managers and the press. Some weeks after the 
announcement of the final results for the year, the 
annual report and accounts is published, and this 
is followed by the AGM. Throughout the year, the 
company (usually represented by the finance 
director and the chief executive) will have a series 
of one-to-one meetings with major institutional 
shareholders. Typically, there will be between 20 
and 40 of these meetings. There will also be some 
ad hoc contact with analysts (and some with find 
managers) throughout the year. The nature of this 
contact varies significantly between firms, but may 
take the form of organised site visits and business 
presentations, telephone conversations, feedback 
on analysts’ reports, and so on. Finally, the com- 
pany will make periodic announcements to the 
stock exchange and to the press, in the form of 
(for example) a profits warning or news of an im- 
portant business development. In each of these dif- 
ferent forms of communication, there is acute 
awareness of the requirements of securities legis- 
lation concerning price-sensitive information (see 
also Holland and Stoner, 1996, and Marston, 
1996). 

It is clear that considerable time and effort is 
committed by senior management to the process 
of keeping the market informed. An extremely im- 
portant axiom of this process, which was under- 
lined by most FDs in the sample, and which arises 
because of the dynamic and strategic nature of 
shareholder communications, is that there should 
be ‘no surprises’.? This arises from a recognition 
that investor relations is a long term process and 
that the market will discover bad news sooner or 
later. If bad news is temporarily concealed, then 
its ultimate release will cause the share price to fall 
because of both the news itself and because of an 
increased information risk (i.e. higher cost of cap- 
ital) due to the FD’s loss of credibility as an 
information supplier—an outcome that the FDs 
were keen to avoid.!° 

In this context, 80% of the FDs believed that 
the announcement of final results is of significantly 
greater valuation relevance than the publication of 
the annual report and accounts, and a further 13% 
considered it to be somewhat more value-relevant. 
This reflects the FDs’ beliefs that the results an- 
nouncements constitute news in the form of ac- 
counting information and an update on future 


? No surprises’ is used here to mean the minimisation of 
information asymmetry rather than the genuine anticipation of 
news. 

10 This evidence is consistent with Skinner (1994). 
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prospects, while the annual report and accounts 
does not. This is seen m the striking paucity of 
questions asked of the company on release of the 
latter relative to the number asked on results days. 

In the light of this relative unimportance of the 
annual report and accounts as a news event, FDs 
were asked what value it does actually have to the 
reader. The most frequently mentioned benefit was 
that it contains extra detail. Some 24 FDs raised 
this point, though few did so with any conviction. 
Indeed, most ruled out the actual valuation im- 
portance of this detail by explaining (as above) 
that the results presentation is designed to convey 
any messages of importance, and that it is essential 
for the credibility of communications that the an- 
nual report and accounts should contain no 
surprises. 

It was clear, however, that FDs do not wish to 
do away with the annual report and accounts al- 
together, and a number of reasons were suggested 
for this. Some 15 FDs consider it to be important 
in communicating with the individual shareholder, 
while 12 regard it more generally as a public re- 
lations document, and 13 consider that it has value 
as a statutory document that provides ‘negative 
confirmation’ of information reported in results 
presentations and elsewhere. More generally, the 
annual report and accounts was regarded as the 
basis of a track record, which contains a compre- 
hensive and public statement of both realised 
performance and stated objectives on a year-on- 
year basis. Although supportive in principle of the 
annual report and accounts, few FDs would object 
to a number of changes and modifications. 
Examples of changes suggested were the removal 
of some of the ‘statutory clutter’, such as the di- 
rectors’ report, together with a generally clearer 
focus on communicating with the user. 

In summary, it was found that trend, relative 
share price performance, is very important to FDs, 
and that they consider there to be a considerable 
onus upon themselves to keep the market fully in- 
formed and to avoid negative surprises.!! 


7. Research findings — analysts 


The first stage of research with analysts was 
participant observation, which took place within a 
UK research department in a brokerage firm that 
comprised 40 analysts, four of whom were gener- 
alists in market strategy and economics, and the 
remainder of whom specialised within individual 
sectors. An important overall finding from this 
work was that the primary objective of the host 
firm was to generate commission income. In es- 
sence, this was achieved by encouraging fund man- 


li See also Holland (forthcoming) for corroboratory evidence 
on the importance of keeping the market informed, using both 
‘private’ and ‘public’ information channels. 
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agers to trade by means of providing them with 
an analysis of mispriced securities. 

Each of the market sector specialists followed 
similar working practices, particularly with respect 
to both new information that they received from 
companies and to information that they dissemi- 
nated to fund managers. Regarding information 
from companies, a strong focal point in the ana- 
lysts’ calendar is the announcement of interim and 
annual results. These will typically arrive on screen 
at 7.30 am, and they are immediately examined for 
performance against expectations, together with 
any other implications for the share price. Some 
discussion with fund managers will typically fol- 
low, prior to an analysts’ meeting given by the 
company in the late morning, which is itself fol- 
lowed by further discussion with fund managers 
and (usually) by the preparation of a report for 
circulation the following day. The writing of re- 
ports is an extremely important part of the ana- 
lysts’ work. The reports will typically be either a 
review of results, as described above, or else they 
will be the product of ad hoc pieces of company 
or sector research. They are an important market- 
ing tool, in that they give the analyst exposure to 
fund managers and provide a basis for both tele- 
phone and face-to-face communication. 

These general findings concerning the analysts’ 
working environment were examined further in the 
survey research, which focused on the specific serv- 
ices that analysts aim to provide to fund managers 
and the types of information that they find useful. 
This survey research is reviewed below, with ques- 
tionnaire responses generally reported first, fol- 
lowed by the related interview-based findings. This 
reflects the fact that the questionnaire responses 
were used in the design of the interviews. 

Analysts in both the questionnaire and the in- 
terview surveys were asked what service they be- 
lieve that they provide to fund managers. Each of 
the categories in Table 1 was ranked from | to 8 
in order of importance (1 being the most 
Important). 

The first six of these categories all require the 
analyst to provide fund managers with something 
more than just public domain information. In con- 
trast, the final two categories characterise analysts 
as simple channels through which public domain 
information flows. It is clear from all three average 
ranks given to these final two categories and, in 
particular, from the highly significant Wilcoxon 
tests, that analysts see themselves as ‘adding value’ 
through the skilled interpretation of information. 
The results are less clear, however, on what this 
skilled interpretation consists of. In notable con- 
trast to the assumptions made in the research 
literature,!? analysts themselves do not regard the 


12 See, for example, Bhaskar and Morris (1984), Patz (1989), 
Lys and Sohn (1990) and Capstaff, Paudyal and Rees (1995). 


Table 1 
Analysts’ service to fund managers 


Informed analysis of specific companies 

“Value added’ ideas & analysis - original research 
Profitable recommendations 

Informed analysis of the industry 

Accurate earnings forecasts 

Informed views on events 

Frequent market update 

“Database” service - information supply on request 
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Significance of 
differences 
between adjacent 
ranks: Wilcoxon 
Test probability 


0.58 
0.15 
0.72 
0.03 
0.17 
0.00 4.92 
0.02 6.77 

— 7.22 


Median Modal 
rank rank 


Mean 
rank 


2.74 
2.93 
3.45 
3.56 
4.40 
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Kendall’s coefficient of concordance: W = 0.49; Significance =0.000. Sample size = 70. 





accuracy of their earnings forecasts as the bench- 
mark against which they should be assessed. In- 
deed, this category is ranked fifth, and it is differ- 
entiated at the 3% level from the fourth-ranked 
category. 

The top four categories are closely ranked. 
Three of them may, however, be similarly inter- 
preted. These are the informed analysis of specific 
companies and of the industry, and ‘value-added’ 
research. Taken together, the high ranks for these 
categories suggest a belief held by analysts that 
fund managers want advice that informs decision- 
making, rather than specific recommendations or 
forecasts. 

At first sight, this conclusion does not sit easily 
alongside the high ranking accorded to profitable 
recommendations. On closer inspection, though, 
we find that the responses for profitable recom- 
mendations have an unusual distribution. While 
16 analysts made this the highest ranked category, 
the second most common ranking was fifth (11 an- 
alysts). A tentative hypothesis suggests itself here, 
namely that the sample can be split into two types 
of analyst. We may call these ‘advisers’ and ‘rec- 
ommenders’. The advisers are those who ranked 
first either original research or informed analysis 
of specific companies (or of the industry). They 
represent approximately two-thirds of the sample. 
In contrast, the recommenders, who ranked first 
either profitable recommendations or accurate 
earnings forecasts, account for the remaining 
third. 

A final, important feature of the service that an- 
alysts provide is that it focuses on the market sec- 
tor in which they operate. Four of the analysts 
who were interviewed claimed to concentrate only 
on the relative values of stocks within their sectors. 
In contrast, the remaining 28 consider that they 


have an (albeit secondary) role in assessing the 
value of their sector relative to that of the market 
as a whole. Most analysts are therefore likely to 
find industry-specific information useful. The im- 
plication of Table I, however, is that they find 
company-specific information more useful. This . 
interpretation 1s supported by Table 2, which re- 
ports questionnaire responses on a five-point scale 
concerning the importance of different informa- 
tion sources. For purposes of comparison, Table 
2 also reports the findings of similar research. 

The strongest conclusion from this data is that 
the company itself is overwhelmingly the most im- 
portant source of information to the analyst. Each 
of the top categories is sourced from the market 
for financial reporting. In particular, direct contact 
with the company is the top-ranked category, and 
it is significantly different at the 2% level from the 
second-ranked. 

A striking result (which may also be subject to 
most bias) is the exceptionally low ranking given 
to the reports of other brokers. On the literal inter- 
pretation that analysts may not see their compet- 
itors’ output, this result may be reasonable. It was 
clear from participant observation, however, that 
analysts are aware of the consensus earnings fore- 
casts, and it is also improbable that conversations 
with fund managers do not (implicitly, at least) 
reference the opinions of others. 

Probing further into the importance of the mar- 
ket for financial reporting, the four categories in 
Table 3 were ranked by the analysts who were 
interviewed. !3 


13This demonstrates that interviews can be used to explore 
questionnaire findings more thoroughly. Note also that the re- 
sponses are reassuringly consistent between the questionnaire 
and the interview. 
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Table 2 
Analysts - sources of information 
Significance of 
differences 

between adjacent 

ranks: Wilcoxon 

Test probability 
Direct contact with the company 0.02 
Analysts’ meetings 0.11 
Results announcement 0.92 
Annual report and accounts 0.33 
Industry contacts 0.65 
Interim report and accounts 0.02 
In-house economics 0.53 
Industry information services 0.96 
In-house strategy 0.33 
Chents 0.75 
Sales desk 0.22 
AGM 0.81 
Market news 0.17 
In-house technical analysis 0.97 
Companies house 0.93 
Newspapers 0.00 


Reports of other brokers 
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Mean Median Modal Lee Arnold Pike 
rank value value & & et al. 
(1-5) (1-5) Tweedie Moizer 1993 
1981 1984 

2.87 1 I 3 3 I 
4.00 1 I 2 
5.19 2 2 4 
5.29 2 1 1 ] 3 
5.99 2 2 
6.31 2 1 2 2 
8.63 3 3 
9.02 3 3 4= 4= 5 
9.19 3 3 

10.08 3 3 

10.42 3 3 

11.49 3.5 3 7 

11.67 3 3 

12.62 4 4 

12.65 4 3 J 

12.96 4 4 4= 4= 

14.62 5 5 4= 6 


Kendall’s coefficient of concordance: W = 0.53; Significance =0.000. Sample size = 42. 


Personal contact is significantly more Important 
at the 9% level than results announcements and 
analysts’ meetings which, in turn, are more impor- 
tant at the 1% level than the report and accounts. 
Finally, the relative importance of the report and 
accounts and of organised visits and presentations 
cannot be established with confidence, and both 
are therefore of approximately equal least 
importance. 

Follow-up questioning in the interviews sug- 
gested that personal contact was ranked highest 
for four main reasons. First, it is the most timely 


Table 3 


of the four information sources. Second, it allow: 
the analyst to ask the questions that he or she 
wants to ask, and it is therefore a more direct anc 
efficient method of data collection. Third, it allow: 
the possibility of gaining a competitive advantage 
over rival analysts, by means of probing for ar 
interpretation of public domain information. Fi- 
nally, it enables a focus on strategic and other for- 
ward-looking issues affecting current marke 
value. This is in contrast to the less helpful view 
provided by historic information (though see 
Weetman, 1994). 


Analysts - sources of information direct from the company 


Personal contact - by phone, writing or individual visit 


Results announcements and analysts’ meetings 
Report and accounts 


Organised site visits and other presentations for groups of 


analysts 


Significance of Mean Median Modal 
differences rank rank rank 

between adjacent 

ranks: Wilcoxon 

Test probability 
0.09 1.59 J 1 
0.01 2.07 2 1 
0.36 3.04 3 4 
— 3.30 3 4 


Kendall’s coefficient of concordance: W = 0.39; Significance = 0.000. Sample size = 32. 
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Table 4 ; 


Fund managers - performance benchmark by client type 


Pension funds 
Life assurance 


Unit or investment trusts 
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Benchmark Time period over which 


benchmark is assessed 
Rolling 
3-5 years 
N/A 


WM/CAPS!” 
Median 
FT-SE-A 
All-Share Index 
Category peers 


1 Year 


(WM and CAPS are the two main providers of survey-based information on pension funds under 


management in the UK. 


Results announcements and analysts’ meetings 
ranked highly because they represent timely up- 
dates on a company’s performance.'* They are the 
analysts’ first opportunity to absorb any element 
of ‘news’ in the financial statements, such as final 
trading results or exceptional items, and they also 
include a review of the results, together with in- 
dications of performance sustainability. The report 
and accounts, in contrast, received a relatively low 
ranking, primarily because it is not a timely source 
of information and so doesn’t satisfy the analysts’ 
short-term ‘news’ orientation. This does not imply 
that accounting information is unimportant but, 
rather, that its usefulness is better reflected by the 
results announcement than by the report and ac- 
counts. Furthermore, accounting information may 
also be an important feature of both personal con- 
tact and of organised visits and presentations. 

Some further, general insight into the role of ac- 
counting information was gleaned by some of the 
interview questions, as follows. Three-quarters of 
the analysts (24) believed that the leyel of disclo- 
sure of accounting information is broadly suff- 
cient. By this it is meant that, subject to any in- 
herent limitations in the value-relevance of 
accounting information, there are no obvious, ma- 
jor deficiencies in disclosure. It was also the case, 
though, that a clear majority of 26 to six perceived 
that firms differ in the quality of accounting 
information that they provide. This was generally 
considered to be a matter of the level of disclosure, 
as opposed to the method of presentation or the 
basis of measurement.!° 

In summary, analysts are motivated by the max- 
imisation of turnover in shares, and they perceive 
themselves to offer a value-added service to fund 
managers that is mostly company-specific, that is 


14 See Walmsley, Yadav and Rees (1992) for market-based 
evidence of the value-relevance of these meetings. 

15 These views are consistent with semi-strong form market 
efficiency (Fama, 1970), because they imply that analysts are 
concerned about disclosure but not about presentation. 





not (in most cases) focused on recommendations 
and earnings forecasts, that relies heavily on the 
company itself for information, and that depends 
critically upon a rapid response to new informa- 
tion (such as the results announcement). 


8. Research findings—fund managers 


The primary objective for all of the fund managers 
who were interviewed was the maximisation of re- 
turns versus a given benchmark, with the specific 
choice of benchmark varying according to client 
type (see Table 4). There is a greater variation of 
benchmarks within pension funds than within life 
assurance funds, because the former are tailored 
to the investment objectives of individual clients. 
There was unanimity among fund managers that 
the benchmark is fundamental to asset allocation 
and stock selection. Performance objectives will 
invariably be stated in terms of outperforming the 
benchmark, or, more specifically, of being in the 
top quartile or third of all funds. The target is 
therefore relative and, needless to say, no more 
than one in three funds can achieve it in a given 
year. In practice, it is important for the under-per- 
formers that their realised performance does not 
deviate too far from the achievers, implying that 
the control of risk relative to the benchmark is 
critical. Evidence of this can be found in the small 
deviations in asset allocations between firms. UK 
equities accounted for approximately 54% of pen- 
sion fund allocations at the time of the interviews 
(PDFM, 1996), and most of the pension fund 
managers claimed that their firm deviates from this 
by only 1 or 2% (or, exceptionally, up to 5%). The 
asset allocation decision is usually ‘top-down’ and 
outside of the domain of the UK equities fund 
managers, whose decisions are made at the sector 
and stock levels. For each sector, though, relative 
risk controls are also in evidence in the form of 
benchmark weightings. It would be unthinkable, 
for example, for a fund to have no oil holdings, 


WINTER 1998 


since the sector comprises about 5% of the market. 
And even at the individual stock level, 1t would be 
exceptional if a fund did not hold both BP and 
Shell, since their weighted contribution to the in- 
dex implies significant risk that the fund may fail 
to achieve its benchmark. 

Regarding the information on which decisions 
are based, fund managers were asked to rate each 
of the categories in Table 5 on a five-point scale 
from ‘vitally important’ to ‘not at all important’. 
These results may be compared with those of an- 
alysts (Table 2). 

Four observations can be made from Table 5. 
The first is that formal meetings with senior com- 
pany management are the dominant source of 
information. They are unique in having a median 
and a modal rating of ‘vital importance’. Their 
mean rank of 2.96 is also strikingly lower than that 
of the annual report and accounts (mean rank of 
5.26), and it is differentiated by the Wilcoxon test 
at an approximately zero per cent level of signifi- 
cance. The second observation is that the report 
and accounts (especially the annual, though also 
the interim) is clearly the second-ranked source of 
information. This contrasts with the finding for 
analysts, but it is clearly evidenced by each of the 
measures in Table 5. Third, ‘raw data from com- 
panies is more important to fund managers than 
‘processed’ data from analysts. Company and sec- 
tor research by analysts ranks fourth in Table 5, 
and its importance cannot be differentiated statis- 
tically from that of the results announcement. Ec- 
onomic and strategic research is of hardly any im- 


Table 5 
Fund managers - sources of information 


Formal meetings with senior company management 
Annual report and accounts 

Interim report and accounts 

Analysts (company/sector) 

Results announcement 

Other direct contact with the company 
Market news - ICV/Reuters 

Investors’ results meetings 
Newspapers 

Industry contacts 

Industry information services 

Analysts (strategy/economics) 

AGM 

Companies House 
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portance. These results suggest that the market for 
financial reporting is more important to fund man- 
agers than the market for financial analysis, in 
spite of the latter being a specialised and costly 
service. Finally, a fourth observation is that the 
AGM is of no practical importance to fund man- 
agers (or, indeed, to analysts) as a source of 
information. If the purpose of the AGM is share- 
holder communications, then it is almost entirely 
ineffective. 

The importance to fund managers of the market 
for financial reporting is examined further in Table 
6, which presents evidence on company-specific 
information. 

In common with analysts, the highest-ranked 
information source in Table 6 is direct, personal 
contact with company management. While ana- 
lysts will have fairly frequent, ad hoc contact with 
a company, however, the fund managers explained 
that their meetings with senior company manage- 
ment are a formalised process. A large fund 
management firm will be visited by a few hundred 
companies each year, with larger companies 
generally visiting twice. The firm will be a share- 
holder in a number of these but by no means in 
all. In addition to these ‘routine’ meetings, com- 
panies may also visit at times of takeovers, signifi- 
cant management changes or similarly important 
events. A typical company might be represented by 
the chief executive and the finance director, who 
would spend between one and one and a half 
hours with a small number of fund managers. The 
meeting is likely to include a formal presentation 


Significance of 
differences 
between adjacent 
ranks: Wilcoxon 
Test probability 


0.00 
0.00 
0.61 
0.97 
0.35 
0.95 
0.69 


Median 
value 


(1-5) 


Modal 
value 


(1-5) 


Mean 
rank 
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Kendall’s coefficient of concordance: W = 0.48; Significance = 0.000. 
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Table 6 
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Fund managers - sources of information direct from the company 


Personal contact - by phone, writing or individual visit 
Report and accounts 

Results announcements & investors’ meetings 
Organised site visits and other presentations for groups 
of investors 


Significance of 
differences 
between adjacent 
ranks: Wilcoxon 
Test probability 


0.00 
0.06 
0.13 


—— 


Mean Median Modal Analysts’ 
rank rank rank ranking 


Kendall’s coefficient of concordance: W = 0.42; Significance = 0.000. 


by the company, but it will always be centred 
around a series of questions from the fund 
manaəgers.!$ 

Each fund manager was asked an open-ended 
question concerning the importance of these meet- 
ings. Their responses, though varying in detail, 
were highly consistent in identifying two reasons 
why the meetings are considered to be so impor- 
tant. First, they allow fund managers to under- 
stand the strategy of the company, thereby testing 
their understanding of broad valuation parameters 
and of the share price’s major sensitivities. Fund 
managers believe that this is best done by meeting 
the senior management, who determine the 
strategy and are responsible for it, and who should 
therefore be in the best position to (efficiently) ex- 
pound it. 

Second, they allow fund managers to assess the 
management’s capacity to achieve the strategy. 
This assessment will use accounting information in 
considering the resources of the business and its 
performance track record. Importantly, the fund 
manager will also make a personal assessment of 
the ability, reliability and motivations of senior 
management, including whether they have share- 
holder interests at heart (for example in the deci- 
sion to reinvest or to return free cash flows). 

Meetings with company management are best 
seen as a dynamic process—a strategic interac- 
tion—-with each meeting following on from those 
that have gone before. Fund managers will prepare 
their questions by using the notes from previous 
meetings, together with (typically) a couple of re- 
cent analysts’ reports and the annual report and 
accounts. The ongoing review of the firm’s invest- 
ment in the company is central, and company 
management are held accountable for ‘promises’ 
made in previous meetings. 


16 Note that the fund managers’ description of these meetings 
is consistent with that of the finance directors. 





It is in this dynamic context that the report and 
accounts is ranked more highly for fund managers 
than for analysts. While analysts act upon news, 
which is rarely contained within the report and ac- 
counts, fund managers rely upon trends over time, 
for which the accounts serve as a valuable point 
of reference. Moreover, the fund manager is con- 
strained by the transactions costs and liquidity of 
shareholdings. It is not possible for the fund man- 
ager to act upon news in a way that the analyst 
can, and a longer-term perspective is enforced that 
reduces the importance of results announcements. 
An implication is that, while the report and ac- 
counts is not useful in the sense that there is a 
short-term market reaction to its information con- 
tent, it is useful as a comprehensive source of ac- 
counting information over time. This point is 
made notwithstanding the fact that the fund man- 
agers (in common with the analysts) perceived that 
companies differ in the quality of accounting 
information that they provide and, further, that 
this differentiation is primarily a matter of the 
level of disclosure. 

The final source of information in Table 6, site 
visits, is of lowest importance for two reasons. 
First, they are time-consuming for fund managers, 
whose resources are thinly spread across a range 
of companies. Second, in contrast to high-level 
meetings, site visits typically concern a narrow seg- 
ment of the company rather than an overview of 
the whole. 

Moving on to the information that fund man- 
agers receive from analysts in the market for fi- 
nancial analysis, each of the categories in Table 7 
was ranked from 1 to 8 in order of importance. 
The converse series of responses from the analysts 
is given alongside (and is based upon the mean 
rank in Table 1). 

The four most highly-ranked categories in Table 
7 each require the analyst to process public do- 
main information. They also reflect the fact that 
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Table 7 
Fund managers - service from analysts 


Informed analysis of specific companies 
‘Value added’ ideas and analysis 
Informed analysis of the industry 
Informed views on events 

Accurate earnings forecasts 

‘Database’ service 

Profitable recommendations 

Frequent market update 
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Significance of 
differences 
between adjacent 
ranks: Wilcoxon 
Test probability 


0.08 
0.60 
0.00 
0.01 
0.65 
0.26 
0.17 


— 


Mean Median Modal Analysts’ 
rank rank rank ranking 
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Kendall’s coefficient of concordance: W = 0.48; Significance = 0.000 





the fund managers value analysts who are ‘advi- 
sers’ over those who are ‘recommenders’ (see 
above). This is evident in the statistical discon- 
tinuity in rankings between the top four categories 
and accurate earnings forecasts, and it is also 
especially evident in the very significant difference 
between fund managers and analysts in the im- 
portance attributed to profitable recommenda- 
tions. This suggests that fund managers perceive 
themselves to have both analytical skills and de- 
cision-making autonomy—a perception that is 
also reflected in the higher rankings given by fund 
managers to the simple database service. 

Fund managers were asked what characterises 
‘high quality in an analyst’s report. Their re- 
sponses were somewhat nebulous (‘originality’, 
‘clarity of thought’ etc.) but they made it clear that 
certain types of report are more useful than others. 
What may be termed ‘maintenance research,’ 
which is usually driven by the reporting cycle and 
is little more than a results restatement, was not 
regarded as very useful. This is because it reflects 
the news orientation of the analysts rather than the 
fund managers’ focus on longer-term fundamental 
variables. At the other extreme, fund managers 
typically do not have the time to read excessively 
long, in-depth reports. What they do find helpful, 
though, is concise, clear and original analysis of 
companies, which tests the sensitivity of the com- 
pany’s valuation to a range of well-understood sce- 
narios. Such analysis provides a valuable input to 
discussions with company management, and (criti- 
cally) it is also a testing ground against internal 
views on the company. 

Fund managers were also asked to assess the 
quality of analysts’ research. The consensus 
response was that the ‘typical’ analyst is no better 
than reasonable, but that the ability and output of 


the leading analysts in any given sector is very 
good. Not one fund manager considered the lead- 
ing analysts to be less than good. This is important 
because any given fund manager will typically 
have regular contact with only two or three ana- 
lysts in a given sector. The implication is that 
whilst there may be a general over-supply of an- 
alysts, their practical analytical contribution to the 
market is highly-rated. This is consistent with the 
views of the finance directors. 

The results presented in this section present a 
conundrum. Fund managers appear to find in- 
formed analysis more important than raw data, 
and they rate highly the analysts with whom they 
have regular contact. However, they also believe 
that direct contact with companies (who them- 
selves supply the raw data) is more useful than the 
input of the analysts. A solution to the conun- 
drum, which emerged from the interviews, is that 
the strengths of analysts’ research are offset by 
four significant weaknesses. The first of these is 
that analysts were perceived to have short-term 
objectives that are in conflict with those of the 
fund managers. This is because research is ulti- 
mately funded on a commission basis, with ana- 
lysts’ income (and fund managers’ costs) being a 
function of trading activity rather than of security 
returns. 

Second, analysts were perceived to be ‘too close’ 
to the companies that they follow. The perception 
is that analysts are fearful of upsetting companies 
and thereby losing their privileged access to 
information (and possibly their broker status), and 
also that they rely too heavily on the nudges and 
prompts of management. 

Third, the fund managers preferred to assess 
company management personally and directly, 
rather than through the analysts. Finally, the 
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information that the analysts provide is available 
to all of their clients, and it was perceived to be in 
the public domain. It therefore has limited poten- 
tial to offer fund managers a competitive advan- 
tage over their rivals. 

In summary, fund managers’ economic incen- 
tives are focused on returns relative to a bench- 
mark, and they are especially concerned to min- 
imise the risk of underperformance. Their holdings 
are illiquid and their time horizon is therefore 
longer than that of the analysts. Their primary 
information source is formal meetings with senior 
company management, and these dominate the im- 
portance of the market for financial analysis in 
spite of the quality of analysts’ company-specific 
advice. 


9. Conclusions 


The independent research findings for finance di- 
rectors, analysts and fund managers can now be 
drawn together and analysed in the context of the 
market for information as a whole. The findings 
for economic incentives and information flows are 
first summarised. A grounded theory of the market 
for information is then derived and used as a basis 
for drawing implications for accounting research. 

With regard to economic incentives, a striking 
congruence was found between FDs and fund 
managers in that both are focused over a similar 
time horizon on a benchmark of relative share 
price performance, and both take great care to 
avoid negative surprises. In sharp contrast, how- 
ever, analysts favour share price volatility rather 
than stability. This can be attributed to their eco- 
nomic incentive to maximise turnover-based com- 
mission income. 

With regard to information flows, there was a 
general perception across FDs, analysts and fund 
managers that there are no serious constraints on 
the availability of information (although both an- 
alysts and fund managers consider that this varies 
across companies). Moreover, the evidence from 
both FDs and analysts suggests that the market 
response to new information (such as the results 
announcement) is very rapid, and thereby con- 
sistent with the EMH. FDs, analysts and fund 
managers were also in agreement that the com- 
pany itself is centrally important as a source of 
information. For analysts, direct contact with the 
company provides timely, focused, forward-look- 
ing information that is perceived to offer a com- 
petitive advantage over rival analysts. For fund 
managers, formal meetings offer an opportunity to 
assess the company’s strategy and the ability of 
management, in the light of information from pre- 
vious meetings as well as the performance record 
in the report and accounts. 

The meetings are also perceived to offer a com- 
petitive advantage in terms of investment perform- 
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ance relative to rival funds. They are more impor- 
tant than analysts as an information source, in 
spite of the high regard that both FDs and fund 
managers have for the leading analysts. The 
information service of the analysts is more useful 
to fund managers when it consists of informed ad- 
vice such as sensitivity tests of market valuations, 
rather than specific recommendations, earnings 
forecasts or simple channels of public domain 
information. The fund managers perceive, how- 
ever, that the analysts’ economic incentives conflict 
with their own, that the analysts’ reliance on com- 
panies for information generates both bias and du- 
plication, and that the supply of information to 
the public domain reduces its usefulness in out- 
performing benchmarks. 

These findings concerning economic incentives 
and information flows give rise to a grounded the- 
ory of the market for information. This theory has 
two components. The first is that the market for 
financial reporting is of considerably greater im- 
portance than the market for financial analysis. 
This is due primarily to the common interest of 
FDs and fund managers in a stable, well-informed 
market. This common interest leads to a strategic 
informational relationship whereby FDs voluntar- 
ily supply fund managers with information to 
monitor their (illiquid) investments. 

The second component of the grounded theory 
seeks to explain, in the light of the secondary im- 
portance of the market for financial analysis, the 
role of analysts in the market for information. The 
hypothesis is that analysts are both a ‘news 
agency and a ‘source of valuation benchmarks’. 
The first of these roles arises from the evidence 
that analysts respond quickly to news, that they 
regard company contact as an opportunity to in- 
troduce value-relevant news to the market and that 
they ‘sell’ as quickly and as widely as possible their 
interpretation of news. In short, the analysts are 
mechanisms of stock market information effi- 
ciency, and they serve to continually update the 
fund managers’ evaluation of both their existing 
portfolio and of prospective investments. 

The second role for analysts is linked to their 
own (and fund managers’) perception that they are 
not just conduits of public domain information, 
but that they also conduct informed analysis that 
‘filters’ a broad information set and then makes 
public anything of value-relevance. This publi- 
cation of valuation parameters provides a bench- 
mark against which fund managers can test their 
own private information, which is essential for 
both relative risk minimisation and for the assess- 
ment of prospects for outperformance. In other 
words, while fund managers may not be able to 
outperform by using analysts’ output directly, they 
nevertheless still need the analysts in order to have 
a measure of the consensus beliefs of the market. 
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Both components of this grounded theory have 
implications for accounting research, as follows. 

First, the primacy of the market for financial 
reporting has been given insufficient attention in 
the research literature. This paper has shown that 
the congruent economic incentives of FDs and 
fund managers support a system of effective com- 
munication behind closed doors. Fund managers’ 
‘private’ meetings with senior company manage- 
ment effectively circumvent the public-good 
problem of information, and they are of central 
importance to share price determination. These 
meetings also ensure that fund managers are not 
Just passive recipients of information, but that 
there is a feedback and control loop whereby in- 
vestee companies are held accountable for their 
performance in successive periods. Accounting re- 
search has not recognised the importance of these 
meetings, however, and we know remarkably little 
of the role that accounting information plays in 
this communication (and valuation) process, 

The research implication of the second com- 
ponent of the grounded theory arises because the 
role of the analyst has been somewhat misunder- 
stood. The methodology of events studies, for ex- 
ample, parallels the analysts’ focus on the news 
element of the results announcement and the as- 
sociated change in the share price. In contrast, 
fund managers are less ‘news-sensitive’, and they 
use the report and accounts on a year-on-year ba- 
sis as a confirmation of performance and a basis 
for extrapolation. Accounting information there- 
fore remains relevant to decision-making in spite 
of the fact that it may already be reflected in share 
prices (Lev and Ohison, 1982). More generally, the 
research literature has tended to make the rather 
simplistic assumption that analysts act as the mar- 
ket’s equilibrium mechanism. This assumption has 
caused market-based research (in particular) to 
give undue prominence to analysts’ earnings fore- 
casts and trading recommendations. An implica- 
tion of this is that the literature has failed to cap- 
ture the (secondary) role that analysts actually 
play in the determination of share prices. 


References 


Abarbanell, J. S. (1991). ‘Do analysts’ earnings forecasts incor- 
porate information in prior stock price changes?’ Journal of 
Accounting and Economics, 14: 147-165. 

Arnold, J. A. and Moizer, P. (1984). ‘A survey of the methods 
used by UK investment analysts to appraise investments in 
ordinary shares’. Accounting and Business Research, 14 (Sum- 
mer): 195-207. 

Ashton, D. J., Crossland, M. and Moizer, P. (1992). “Corporate 
financial management and the City’. Working paper presented 
at the BAA National Conference. 

Ball, R. (1990). ‘What do we know about market efficiency?’ 
Working paper: University of Rochester. 

Beaver, W. H. (1989). Financial reporting: an accounting revo- 
lution. Second Ed. New Jersey: Prentice-Hail. 


17 


Bhaskar, K. N. and Morris, R. C. (1984). ‘The accuracy of 
brokers’ profit forecasts in the UK’. Accounting and Business 
Research, 14 (Spring): 113~124. 

Bromwich, M. (1992). Financial reporting, information and cap- 
ital markets. London: Pitman. 

Capstaff, J., Paudyal, K. and Rees, W. (1995). “The accuracy 
and rationality of earnings forecasts by UK. analysts’. Journal 
of Business, Finance and Accounting, 22 (1): 67-835. 

Elgers, P. and Murray, D. (1992). “The relative and comple- 
mentary performance of analysts and security-price based 
measures of expected earnings’. Journal of Accounting and Ec- 
onomics, 15: 303-316. 

Extel (1994). Ranking of investment analysts. London: Extel Fi- 
nancial Ltd. 

Fama, E. (1970). ‘Efficient capital markets: a review of theory 
and empirical work’. Journal of Finance, 25: 283-423. 

Foster, G. (1982). Capital market efficiency. definitions, testing 
issues and anomalies. Working paper: Stanford University. 

Glaser, B. and Strauss, A. (1967). The discovery of grounded 
theory. Chicago: Aldine. 

Gniewosz, G. (1990). “The share investment decision process 
and information use: an exploratory case study’. Accounting 
and Business Research, 20 (Summer): 223—230. 

Gonedes, N. J. (1976). “The capital market, the market for 
information, and external accounting’. Journal of Finance, 31 
(2): 611-630. 

Grossman, S. J. and Stiglitz, J. (1980). ‘The impossibility and 
informationally efficient markets’. American Economic Review, 
70: 393-408. 

Holland, J. and Stoner, G. (1996). ‘Dissemination of price- 
sensitive information and management of voluntary corporate 
disclosure’. Accounting and Business Research, 26 (Autumn): 
295-313. 

Holland, J. (forthcoming). ‘Private disclosure and financial re- 
porting’. Accounting and Business Research. 

Keane, S. M, (1983). Stock market efficiency: theory, evidence 
and implications. Oxford: Philip Allen. 

Lang, M. and Lundholm, R. (1993). ‘Cross-sectional determi- 
nants of analyst ratings of corporate disclosures’. Journal of 
Accounting Research, 31 (2): 246-271. 

Lee, T. and Tweedie, D. P. (1981). The Institutional Investor 
and Financial Information. London: ICAEW. 

Lev, B. and Ohlson, J. A. (1982). ‘Empirical research in ac- 
counting: a review interpretation and extension’. Journal of 
Accounting Research, 20 (supplement): 249-322. 

Lev, B. and Penman, S. (1990). ‘Voluntary forecast disclosure, 
nondisclosure, and stock prices’. Journal of Accounting Re- 
search, 28 (1): 49-76. 

Lys, T. and Sohn, S. (1990). ‘The association between revisions 
of financial analysts’ earnings forecasts and security-price 
changes’. Journal of Accounting and Economics, 13: 341-363. 

Marston, C. (1996). Investor relations: meeting the analysts. Ed- 
inburgh: ICAS. 

McNichols, M. (1989). ‘Evidence of informational! asymmetries 
from management earnings forecasts and stock returns’. The 
Accounting Review, 64 (January): 1-27. 

Moizer, P. and Arnold, J. A. (1984). ‘Share appraisal by in- 
vestment analysts—portfolio vs. non-portfolio managers’. Ac- 
counting and Business Research, 14 (Autumn): 341-348. 

PDFM (1996). Pension Fund Indicators. London: PDFM. 

Patz, D. H. (1989). ‘UK analysts’ earnings forecasts’. Account- 
ing and Business Research, 19 (Summer): 267-275. 

Pike, R., Meerjanssen, J. and Chadwick, L. (1993). “The 
appraisal of ordinary shares by investment analysts in the UK 
and Germany’. Accounting and Business Research, 23 (Au- 
tumn): 489-499. 

Schipper, K. (1991). ‘Analysts’ forecasts’. Accounting Horizons, 
5 (December): 105-121. 

Skinner, D. J. (1994). “Why firms voluntarily disclose bad 
news’. Journal of Accounting Research, 32 (1): 38-60. 

Walmsley, T., Yadav, P. K. and Rees, W. (1992). ‘The informa- 
tion content of the company meeting programme of the so- 


18 


ciety of investment analysts: 1985-1990’. Journal of Business, 
Finance and Accounting, 19 (4): 571-584. 

Watts, R. and Zimmermann, J. (1986). Positive accounting the- 
ory. Englewood Cliffs, NJ: Prentice-Hall 

Weetman, P. (1994). The operating and financial review: views 
of analysts and institutional investors. Edinburgh: ICAS. 


Appendix: Sample selection and fieldwork 


The sample of finance directors was determined on 
the basis of stock market sectors and capitalisa- 
tions, and comprised the largest and the smallest 
FT-SE 100 stocks in each sector (with some ad- 
justments made to this rule where, for example, an 
important sector comprised a large number of 
stocks which were individually too small for inclu- 
sion in the FT-SE 100). The resulting 63 FDs were 
contacted by letter and asked to participate in a 
one-hour interview. There were 40 positive replies 
(response rate 63%), and all were included in the 
final sample (Table A1). There was no discernible 
response bias according to either market capital- 
isation or industry grouping. The final sample rep- 
resented more than 50% of the value of the FT- 
SE 100. 


Table Al 
Finance directors - sample description 


Groups of market sectors Market 
capitalisation - 
(Group % of total 
FT-SA-All Share) 


Mineral extraction 
Industrials 
Consumers 
Services 

Utilities 
Financials 


Total 


Table A2 
Analysts - sample description 
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Interviews with finance directors were con- 
ducted during the months of June to August, 1995. 
In preparation for each interview, four data 
sources were studied. These were: the most recent 
annual report and accounts; a complete set of all 
company-specific reports produced in the previous 
12 months by a leading firm of stockbrokers; all 
of the FT’s Lex column articles relating to the 
company in the previous 12 months; and (where 
applicable) all submissions that the companies had 
made to the ASB In response to discussion papers 
and exposure drafts. Taken together, these data 
sources facilitated the interviews by allowing in- 
formed company-specific questions to be asked 
within the pre-determined framework of set ques- 
tions. They also allowed some degree of objective 
check on interviewees’ responses and they helped 
ensure that potentially important issues were not 
bypassed. 

In selecting a sample of analysts, the Extel sur- 
vey (Extel, 1994)! was used to identify the firms 


l Extel is a Financial Times service, and the survey is an 
annual assessment of analysts by fund managers in the UK. 


No. of No. of Response rate 
companies companies (%) 
approached in final sample 


Firm C Questionnaire A 
Sector total 


Mineral extraction 
Industrials 
Consumers 
Services 

Utilities 
Financials 

Other 


Total 


1 


11 


6 


11 
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Table A3 
Fund managers - sample description 


Client type 


75.3 
43.0 
20.6 

3.7 


Pension funds 

Life assurance 

Unit or investment trusts 
Other 


Total 142.6 


Approximate total value 
of UK equities managed 
by the sample firms 
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Approximate total value 
of UK equities managed 
by UK-based institutional 
investors* 


284.8 26 

215.7 20 
96.2 21 
n/a — 


Sample 
percentage of 
total 


596.7 24% 


‘Data is for year-end 1995. The estimates for pension funds and life assurance are taken from Financial Statistics (ONS, 
1996). The estimates for unit and investment trusts are based upon industry data (PDFM, 1996). The ‘other’ category is a 
residual from survey responses, and it is not defined at an aggregate level. 


that are of greatest importance in the determina- 
tion of share prices. The Extel survey indicates 
very clearly that there is a very small number of 
firms of analysts that are dominant. More specif- 
ically, nine firms accounted for 87% of the total 
weighted votes in 1994 (88% in 1993). In view of 
the market dominance of these firms, there was 
considered to be little benefit in contacting any an- 
alysts from elsewhere. In the first instance, one of 
the nine firms was approached with a request to 
conduct participant observation. The request was 
successful, and one month was spent with the firm 
in July-August, 1994. This involved working the 
same hours as the analysts in the same environ- 
ment. It also included unrestricted time spent with 
analysts, both within the firm and at corporate re- 
sults announcements and analysts’ meetings. 

Subsequent to this first-hand experience, a letter 
was written to the Head of Research at each of the 
nine firms, requesting the participation of UK an- 
alysts in questionnaire and interview research. 
Seven of the nine firms agreed to take part m the 
research, though the level of participation varied 
considerably. Survey responses were received from 
42 analysts, while 32 analysts participated in a 
one-hour interview. The distribution of responses 
is shown in Table A2, which denotes each of the 
participating firms by the letters A to G. Firms A, 
B and C each participated in the questionnaire, 
while A, B, D, E, F and G took part in the inter- 
views. Firm A was the host for the participant 
observation. 

It is evident from Table A2 that the sample of 
interviewees is somewhat overweight in financials 
and underweight in services in proportion to the 
sample of questionnaire respondents. There are no 
substantial differences between the two samples, 
however, and there is also a fairly even distribution 
across sectors within each of the individual firms. 





The analysis of this paper covers both the ques- 
tionnaire and the interview research. There were 
only four analysts who participated in both, and 
the two samples are therefore mostly additive. A 
sample size of 42, 32 or 70 relates to question- 
naires, interviews or to the combined sample, 
respectively. All analysts were company/sector spe- 
cialists; none were strategists or economists. 

Consistent with the analysis of finance directors 
and analysts, the sample selection for fund man- 
agers focused on the largest firms, which collec- 
tively play a dominant role in the market. The 
most obvious criterion for ranking the size of firms 
is the value of funds under direct management. A 
sample of 40 firms was selected for this study, 
which included all UK-based firms with approxi- 
mately £10bn or more of total funds under 
management.? A letter was written to the Heads 
of Investment in each of these firms. The letter re- 
quested the participation of UK equity analysts/ 
fund managers in a one-hour interview. Sixteen 
firms agreed to participate in the research, and the 
total value of their funds under management IS 
given in Table A3. 

The final column of Table A3 shows that the 
sample of firms represent approximately 24% of 
total UK-based institutional investment in UK eq- 
uities. Moreover, the value of UK equities man- 
aged by these firms on behalf of each client type 
is approximately representative of the value- 
weighted proportion of client types in the market 
as a whole.? 


2 Following advice from the Institutional Fund Managers’ 
Association, survey-based estimates of funds under manage- 
ment for individual firms were taken from Institutional Investor 
(November, 1994), the Financial Times (27 April, 1995) and 
Euromoney (August, 1995). 

3The number of participants from each firm was not pro- 
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In total, 39 individual fund managers partici- 
pated in the research, which took place between 
December 1995 and May 1996. Some of these par- 


portional to the value of funds managed by the firm, though 
correcting for this did not distort the representative quality of 
the sample that is evidenced in Table A3. 
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ticipants are best described as portfolio managers 
and others as in-house (‘buy-side’) analysts, al- 
though the distinction between these two groups is 
blurred in practice and a dichotomusation is there- 
fore not possible. Both groups are referred to col- 
lectively here as ‘fund managers’. 
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The public disclosure of environmental 
performance information—a dual test of 
media agenda setting theory and legitimacy 


theory 


Noel Brown and Craig Deegan* 


Abstract—This paper documents the results of an empirical study undertaken within Australia of the relationship 
between the print media coverage given to various industries’ environmental effects, and the levels of annual report 
environmental disclosures made by a sample of firms within those industries. The paper draws upon previous studies 
in media agenda setting theory and legitimacy theory to develop two testable hypotheses. Nine industries are 
reviewed across the period from 1981-1994. Drawing upon two theories, it is argued that the media can be parti- 
cularly effective in driving the community’s concern about the environmental performance of particular organisa- 
tions (from media agenda setting theory). Where such concern is raised, organisations will respond by increasing 
the extent of disclosure of environmental information within the annual report (from legitimacy theory). The results 
indicate that for the majority of the industries studied, higher levels of media attention (as determined by a review 
of a number of print media newspapers and journals) are significantly associated with higher levels of annual report 


environmental disclosures. 


1. Introduction 


Within Australia, as in the UK, US and many 
other countries, there has been an increasing pro- 
pensity for companies to publicly disclose informa- 
tion about their environmental performance (for 
Australian evidence see Guthrie and Parker, 1989; 
Gibson & Guthrie, 1995; Deegan and Gordon, 
1996; Deegan and Rankin, 1996). Such informa- 
tion has predominantly been disclosed within the 
organisations’ annual reports; however there is a 
new trend in many countnes for organisations to 
provide environmental performance information 
within a stand-alone environmental report. 


*The authors are at the Faculty of Commerce, University of 
Southern Queensland, Toowoomba, Queensland 4350, Austra- 
lia. They would like to acknowledge the helpful comments 
made by Michaela Rankin, Roger Burritt, and Lee Parker, par- 
ticipants at a workshop held at the University of Southern 
Queensland, and those made by an anonymous reviewer. 
Correspondence should be addressed to Professor Deegan. This 
paper was first submitted in May 1997 and finally accepted in 
June 1998. 

! Recently, stand-alone environmental reports have been re- 
leased in Australia by WMC Resources Ltd, BHP Ltd, North 
Ltd, Rio Tinto Ltd, Body Shop Australia, Pacific Power, 
Mount Isa Mines, Western Power, and ICI Australia. For the 
majority of these companies, the first report was released in 
1997, In late 1996 the Mineral Council of Australia released a 
code entitled “The Australian Minerals Industry Code for 
Environmental Management’. One requirement of the code is 
that from 1998 signatories are to report on an annual basis 


Nevertheless, the annual report remains the main 
vehicle for Australian corporate environmental 
performance disclosures and, as such, is the focus 
of study in this paper. 

The purpose of this paper is to provide the re- 
sults of a study which investigates the relationship 
between the print media’s attention to an indus- 
try’s environmental performance, and the annual 
report environmental disclosures made by firms 
within that industry. Spectfically, this study con- 
siders whether corporate management react to 
changes in the extent of media attention given to 
their industry’s environmental impact, with the re- 
action taking the form of corresponding changes 
in the level of corporate environmental disclosures 
made within the annual report. Given that the pro- 
fessional accounting bodies in various countries 
are dedicating both effort and financial resources 
toward the development of environmental disclo- 
sure guidelines, it is essential that such bodies un- 
derstand what motivations/factors drive organisa- 
tions to publicly report environmental 
information.* This paper seeks to contribute to this 
knowledge. 


about their environmental performance. The reporting is to be 
done by way of a stand-alone report. This initiative will further 
increase the usage of stand-alone environmental reports within 
the Australian minerals and energy industries. 

2 For example, the Institute of Chartered Accountants in 
Australia established an Environmental Accounting Task 
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This study draws upon both legitimacy theory 
and media agenda-setting theory to develop two 
testable hypotheses. Arguments are advanced to 
support the notion that the media is able to influ- 
ence the degree of community concern for issues 
such as the environment. The relationship between 
community concern and corporate disclosure 
strategies is tested across nine Australian 
industries. 

The remainder of this paper is organised as fol- 
lows. We firstly consider previous environmental 
reporting research. We also briefly describe two 
theories that are relied upon within this study, 
these being legitimacy theory and media agenda- 
setting theory. Following this, the two hypotheses 
of the study are provided. An overview of the re- 
search methods employed is then provided, fol- 
lowed by a discussion of the results. The final sec- 
tion addresses the implications and potential 
limitations of the study. 


2. Prior research 


As indicated in Deegan and Rankin (1996), con- 
sistent with many other countries there is a general 
absence of statutory or professional regulations re- 
quiring Australian companies to publicly disclose 
information about the environmental implications 
or impacts of their operations. Nevertheless, evi- 
dence shows (for example, Guthrie and Parker, 
1989; Gibson and Guthrie, 1995; Deegan and Go- 
ron, 1996; Deegan and Rankin, 1996) that Austra- 
han companies are providing environmental 
information within their annual reports and that 
the extent of disclosure is increasing across time. 
Gray, Owen and Adams (1996) provide evidence 
that such an observation can also be made within 
the UK, US, and many other countries. Many of 
the papers that have reviewed corporate environ- 
mental disclosure practices have adopted a legiti- 
macy theory perspective. This perspective, which 
is also adopted within this paper, is briefly dis- 


Force in early 1995, One of its missions is to formulate environ- 
mental reporting guidelines for its members. Another mission 
is to raise the awareness of its members about the relevance of 
the environment to the various accounting-related duties they 
perform. 

3 There are some general reporting requirements which have 
applicability to the environment. For example, Australian com- 
panies are required to provide true and fair balance sheets and 
profit and loss accounts, and to disclose information about 
material contingent liabilities and material after balance date 
events. Such requirements could relate to particular environ- 
mental issues associated with a company’s operations. The only 
specific corporate reporting requirement of an environmental 
nature is that Australian companies involved in the extractive 
industries must disclose their provisions for restoration, and 
details of the accounting methods used to generate the restora- 
tion provisions. This requirement is embodied within the Ur- 
gent Issues Group Abstract 4: “Disclosure of Accounting Pol- 
icies for Restoration Obligations in the Extractive Industries’, 
which became effective in August 1995, 
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cussed below together with a summary of some 
corporate social responsibility disclosure research 
which has adopted this perspective.4 


3. Legitimacy theory 


Legitimacy theory posits that organisations con- 
tinually seek to ensure that they operate within the 
bounds and norms of their respective societies. 
These bounds and norms are not fixed, but change 
across time, thereby requiring the organisation to 
be responsive. In a sense, there is a ‘social contract’ 
between the organisation and those affected by the 
organisation’s operations. The organisation is ex- 
pected to comply with the terms of this ‘contract’, 
and these expressed or implied terms are not static. 
As Shocker and Sethi (1974: 67) state: 


‘In a dynamic society, neither the sources of 
institutional power nor the needs for its serv- 
ices are permanent. Therefore, an institution 
must constantly meet the twin tests of legit- 
imacy and relevance by demonstrating that 
society requires its services and that the 
groups benefiting from its rewards have so- 
ciety’s approval.’ 


As indicated in Deegan and Rankin (1996: 54), 
if an organisation cannot justify its continued 
operation, then in a sense the community may re- 
voke its ‘contract’ to continue its operations. This 
may occur through consumers reducing or elimi- 
nating the demand for the products of the busi- 
ness, factor suppliers eliminating the supply of la- 
bour and financial capital to the business, or 
constituents lobbying government for increased 
taxes, fines or laws to prohibit those actions which 
do not conform with the expectations of the 
community. 

The view embodied within legitimacy theory, 
that organisations will be penalised if they do not 
operate in a manner consistent with community 
expectations, is a view that is publicly being em- 
braced by corporate management. This 1s reflected 
in some statements made by North Ltd in its first 
stand-alone Environment, Safety and Health Re- 
port issued late in 1997 (North Ltd is a large Aus- 
tralian diversified resource company with assets in 
excess of $A4bn). In the report the directors of 
North Ltd state: 


“We recognise that the support we receive for 
our activities will depend largely on our abil- 
ity to protect the health and well-being of the 
people and the environment around our op- 
erations.... The communities in which we op- 


4 Social responsibility disclosures can include, amongst other 
things, disclosures of information about the interaction of an 
organisation with its physical and social environment, inclusive 
of community involvement, the natural environment, human 
resources, energy and product safety (Mathews, 1993). 
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erate have a right to understand the impact 
of our activities and a legitimate expectation 
that we will act responsibly to protect the 
quality of the environment. Similarly our 
workers and their families, who are part of 
those communities, have a right to be reas- 
sured that we are doing all we can to protect 
their safety and health.... Performance in 
these areas is of critical importance to our 
employees and the community and is there- 
fore essential to the future success of our 
Company.’ 


Drawing upon another statement from a senior 
Australian corporate executive, John Prescott, 
managing director and chief executive officer of 
BHP Ltd, one of Australia’s largest corporations, 
made the following statement at the front of his 
organisation’s inaugural Environmental Report 
(the report was released in late 1997. John Prescott 
resigned from BHP Ltd in March, 1998): 


‘We live in a time of great change: new 
environmental regulations, changing com- 
munity expectations, and emerging scientific 
knowledge about the impacts of human 
activities. We will embrace these develop- 
ments as part of our vision to be the world’s 
best resources company.’ 


Consistent with legitimacy theory, Prescott’s 
statement reflects the view that organisations must 
adapt to community expectations if they are to be 
successful. This view is also reflected in WMC 
Ltd’s 1997 annual report (WMC Ltd is also one 
of Australia’s largest corporations). In the report 
the directors state: 


“WMC’s environmental performance affects 
the Company’s ability to attract skilled peo- 
ple, capital and community support. Good 
environmental management reduces costs, 
meets the expectations of the communities in 
which WMC operates, and enables the com- 
pany to be more profitable.’ 


The directors of WMC Ltd also make the fol- 
lowing statement in their second stand-alone 
environmental performance report, issued in 1997: 


“WMC understands that its access to land 
and its public licence to operate depend to a 
considerable extent on informing and involv- 
ing the communities in which it operates. 
The Company recognises the need for local 
communities to be more involved in decision 
making. Over time, community expectations 
change. WMC is looking to develop policies 
and processes to foster community consul- 
tation at all its operations.’ 


The above quote uses the term ‘public licence to 
operate’. This term is what many authors might 
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refer to as a ‘social contract’, We could give fur- 
ther examples of statements made by corporate 
personnel that are similar to the above, however 
this would be somewhat superfluous. What the 
statements illustrate is that the notions embodied 
within legitimacy theory, and incorporated within 
this study, are reflective of the public positions be- 
ing taken by Australian corporate executives. 
Management does appear to consider the expec- 
tations of the community in which it operates and 
realises that failure to do so will be detrimental to 
the ongoing operations of its entity. 

Given the potential costs associated with con- 
ducting operations that are deemed to be outside 
the terms of the ‘social contract’, Dowling and 
Pfeffer (1975) state that organisations will take 
various actions to ensure their legitimacy. Accord- 
ing to Dowling and Pfeffer, organisational legiti- 
macy is essentially the outcome of: 


‘[O]n the one hand, the process of legitima- 
tion enacted by the focal organisation, and 
on the other, the actions affecting relevant 
norms and values taken by other groups and 
organisation’ (p. 125). 


Legitimacy itself can be considered to be a con- 
dition or status. Legitimation, on the other hand, 
is a process which organisations can undertake 
(perhaps through particular disclosure strategies) 
to take them to this state. Lindblom (1994), as 
quoted by Gray, Kouhy and Lavers (1995), states: 


‘[L]legitimacy is a condition or status which 
exists when an entity’s value system is con- 
gruent with the value system of the larger 
social system of which the entity is a part. 
When a disparity, actual or potential, exists 
between the two value systems, there is a 
threat to the entity’s legitimacy.’ (p. 54) 


Lindblom describes four strategies that an organ- 
isation can adopt whenever it proceeds with the 
process of legitimation. These strategies are: 

e the organisation may seek to educate and in- 
form its relevant publics about actual changes in 
the organisation’s performance and activities;° 

e the organisation may seek to change the per- 
ceptions of the relevant publics without having to 
change its actual behaviour; 

e the organisation may seek to manipulate per- 
ception by deflecting attention from the issue of 
concern to other related issues through an appeal 
to, for example, emotive symbols; and/or 

e the organisation may seek to change external 
expectations of its performance. 

The process of legitimation can be related to the 


accounting process. Hurst (1970) suggests that one 


5 ‘Relevant publics’ can be considered to be those parties that 
are affected by, or have a stake in, the operations of the 
organisation. 
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of the functions of accounting, and subsequently 
accounting reports, is to legitimate the existence of 
the corporation. “The legitimacy’ of the organisa- 
tion is threatened whenever the “relevant publics” 
expectations of the performance of the organisa- 
tion are in conflict with the actual performance of 
the organisation. This is referred to as a ‘legiti- 
macy gap’. 

A number of papers, some described briefly 
below, have identified specific types of social 
responsibility disclosures that have appeared 
within annual reports and which have been ex- 
plained by the respective researchers as being part 
of the portfolio of strategies undertaken by ac- 
countants and their managers to bring legitimacy 
to, or maintain the legitimacy of, their respective 
organisations. 

One study which sought to link legitimacy the- 
ory to corporate social disclosure policies was con- 
ducted by Hogner (1982). Hogner’s longitudinal 
study examined corporate social reporting in the 
annual reports of US Steel Corporation over a 
period of 80 years, commencing in 1901, the data 
being analysed for year to year variation. Hogner 
argued that social disclosures represented a 
response to society’s expectations of corporate be- 
haviour. In the study, variations in social disclo- 
sures were linked to variations in community so- 
cial performance expectations. 

Guthrie and Parker (1989) conducted a longi- 
tudinal study, similar to Hogner’s, of Australia’s 
largest corporation, Broken Hill Proprietary Com- 
pany Limited (BHP). The study reviewed the so- 
cial information published in BHP’s annual re- 
ports over a period of one hundred years 
commencing in 1885. They compared the timing 
of observed peaks of corporate social disclosure 
with major events in the history of BHP. Apart 
from social disclosures relating to the environ- 
ment, other forms of social disclosure could not be 
explained by legitimacy theory. However, the 
authors note that the failure may have been due 
to limitations in their data sources which could, 
for example, have excluded a number of significant 
events, rather than a failure of the theory itself. 

An event study incorporating legitimacy theory 
was conducted by Patten (1992). Patten focussed 
upon the change in the extent of environmental 
disclosures made by North American oil com- 
panies, other than Exxon Oil Company, both be- 
fore and after the Exxon Valdez incident in Alaska 
in 1989. He argued that if the Alaskan oil spill 
resulted in a threat to legitimacy of the petroleum 
industry, and not just to Exxon, then legitimacy 
theory would suggest that companies operating 
within that industry would respond by increasing 
the amount of environmental disclosures in their 
annual reports. Patten’s results indicate that there 
were increased environmental disclosures by the 
petroleum companies for the post-1989 period, 
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consistent with a legitimation perspective. This dis- 
closure reaction took place across the industry, 
even though the incident itself was primarily re- 
lated to one oil company. 

Deegan and Gordon (1996) reviewed annual re- 
port corporate environmental disclosures made by 
Australian companies across the years from 1980 
to 1991. They investigated the objectivity of cor- 
porate environmental disclosure practices and 
trends in environmental disclosures across time. 
They also sought to determine if environmental 
disclosures are related to concerns held by 
environmental groups about particular industries’ 
environmental performance. The results derived 
by their study confirm, among other findings, that: 
(1) increases in corporate environmental disclo- 
sures across time are positively associated with in- 
creases in the levels of environmental group mem- 
bership; (2) Australian corporate environmental 
disclosures are overwhelmingly self-laudatory; and 
(3) there is a positive correlation between the 
environmental sensitivity of the industry to which 
the corporation belongs and the level of corporate 
environmental disclosure. Deegan and Gordon 
argue that the levels of corporate environmental 
disclosures are associated with the legitimation 
process, whereby companies seek to attain the 
status of legitimacy. 

Deegan and Rankin (1996) utilised legitimacy 
theory in an attempt to explain systematic changes 
in corporate annual report environmental disclo- 
sure policies around the time of proven environ- 
mental prosecutions. The results of their study in- 
dicate that Australian companies provide a 
significant increase in favourable environmental 
information surrounding environmental prosecu- 
tion. They also found that in the years of prose- 
cution those companies that had been prosecuted 
provided significantly more positive environmental 
disclosures than a matched sample of non-prose- 
cuted companies (matched by size and industry). 
They argue that this is consistent with a legitima- 
tion motive by the sample corporations. The re- 
sults of their study are consistent with the third 
strategy described by Lindblom (as discussed ear- 
lier in this paper) in which organisations voluntar- 
ily disclose particular ‘favourable’ information in 
an effort to deflect attention away from other po- 
tentially damaging news. 

Hence, evidence exists that corporate manage- 
ment does understand that it must operate within 
the bounds and expectations of society (as 
reflected by the various corporate executive state- 


6 Environmental sensitivity was determined by use of a ques- 
tionnaire administered to Australian environmental lobby 
groups, in which office bearers were required to rate industries 
(on a 0 to 5 scale) on the basis of whether the industry had 
been made the focus of action as a result of its environmental 
performance/implications. 
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ments provided earlier in this paper) and that it 
will react to perceived changes in community per- 
ceptions about its operations, with such reaction 
frequently taking the form of variations in the so- 
cial disclosures made within the organisations’ an- 
nual report. As we will indicate below, there is ev- 
idence to suggest that the media can influence 
community perceptions. The following section 
briefly discusses some literature which addresses 
how the media can act to shape public perception. 


4. Media agenda setting theory 


Media agenda setting theory posits a relationship 
between the relative emphasis given by the media 
to various topics and the degree of salience these 
topics have for the general public (Ader 1995: 
300). In terms of causality, increased media atten- 
tion is believed to lead to increased community 
concern for a particular issue. The media are not 
seen as mirroring public priorities; rather, they are 
seen as shaping them. 

In a study of the agenda setting influence of the 
US press in the 1968 US presidential campaign, 
McCombs and Shaw (1972) provide evidence, con- 
sistent with the earlier findings of Berelson (1942), 
that there is a significant relationship between the 
emphasis placed on different campaign issues by 
the media, and the judgment of ‘undecided’ voters 
as to the salience and importance of various cam- 
paign topics. McCombs and Shaw (p. 176) argue 
that “n choosing and displaying news, editors, 
news room staff, and broadcasters play an impor- 
tant role in shaping political reality’.’ 

Considering the nature of the issues being ad- 
dressed by the media, research conducted by 
Zucker (1978), within the framework of media 
agenda setting theory, found that the less direct 
experience people have with an issue, the more 
likely they would be to rely on the media for 
information and interpretation of that issue. Ac- 
cording to Zucker (p. 239), ‘people today live in 
two worlds; a real world and a media world. The 
first Is bounded by the limits of direct experience 
of the individual and his acquaintances. The sec- 
ond spans the world bounded only by the 
decisions of news reporters and editors’. 

Zucker categorised issues according to their 
‘proximity’ to people. Issues in which people had 
personal experience were termed ‘obtrusive’, whilst 
those issues in which people had very little direct 
personal contact were termed ‘unobtrusive’. It was 


7 An extreme, but somewhat interesting view of the media’s 
power of influence is provided by White (1973: 23). In relation 
to the US he states that ‘the power of the press in America is 
a primordial one. It sets the agenda of public discussion; and 
this sweeping political power is unrestrained by any law. It de- 
termines what people will talk and think about—an authority 
that in other nations is reserved for tyrants, priests, parties and 
mandarins’. 
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found that the public placed a greater reliance 
upon the media for information concerning un- 
obtrusive issues. According to Zucker, the 
environment is an unobtrusive issue. He found 
that agenda setting did not occur for a number of 
obtrusive issues because individuals are able to 
rely on real-world conditions and interpersonal 
discussion for information, while in the case of the 
unobtrusive issues (which includes the environ- 
ment), individuals rely on the information that 
they obtain through the media. Eyal, Winter, and 
DeGeorge (1981) also provide evidence that the 
environment is an unobtrusive issue which dem- 
onstrates a strong media-setting effect. The notion 
that the media has more influence in relation to 
unobtrusive issues, relative to obtrusive issues, is 
also supported by Blood (1981). 

There are various sources of media influence. 
Mayer (1980) indicates that newspapers have the 
capability of influencing or determining the way 
most people think about the world, what they con- 
sider to be normal or proper, and what they con- 
sider to be important public issues. Further re- 
search by McCombs (1981) provides evidence in 
support of the view that people forget much and 
misinterpret most of what they see or hear on tele- 
vision news, and that newspapers are better at 
agenda setting. This view is also supported by re- 
search reported by Eyal (1979). 

In a more recent study, Ader (1995) investigated 
the relationship between the media’s coverage of 
pollution-related issues (deemed to be unobtrusive 
issues) and the public’s concern with pollution is- 
sues. One hypothesis which was tested was that the 
media agenda (measured by content analysis un- 
dertaken by the New York Times) and the public 
agenda (Gallop Poll survey data was used to deter- 
mine the public agenda) for the issue of pollution 
wil be positively related, with a change in the at- 
tention given to the issue by the media leading to 
a change in the public agenda. 

A further hypothesis that was tested was that 
the relationship between the public agenda and 
real world conditions for the issue of pollution will 
be unrelated.’ Her results supported the hypothe- 
ses. According to Ader (p. 310) the extent of media 
attention given to pollution issues did positively 
affect the community concern for such issues. She 
considered that such a result confirms previous re- 
search findings that the environment is an unob- 
trusive issue; an issue that does not have direct 
tangible consequences for individuals. She con- 


8 ‘Real-world’ conditions were derived by reference to data 
provided in the publications Environmental Quality, and 
Characterization of Municipal Solid Waste in the United States 
1960-2000. These publications provided the necessary data to 
develop ‘real world pollution indices’. A separate index was 
constructed for air pollution, water pollution, and for waste. 
An aggregate total pollution index was also constructed. 
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cluded that because the public has Httle personal 
contact with pollution, they place a greater degree 
of reliance on the media for pollution-related 
information.? Ader’s findings also indicated that 
‘real-world conditions’ do not influence the media 
or public agendas directly. She found that ‘corre- 
lations between the Gallop poll respondents nam- 
ing environmental problems as the most important 
problems in America with real-world indicators of 
pollution were found to be statistically not signifi- 
cant for all three sub-issues of pollution and the 
total pollution index’ (p. 309). 


5. The hypotheses of this paper 


In summary to this point, the previous discussion 
provided in this paper has argued that: 

(a) management use the annual report as a tool 
to legitimise the ongoing operations of the organ- 
isation (from legitimacy theory); 

(b) community concerns with the environmental 
performance of a specific firm in an industry will 
also impact on the disclosure strategies of firms 
across that industry (from Patten, 1992); 

(c) the media is able to influence community per- 
ceptions about unobtrusive issues such as the 
environment (from media agenda setting theory). 

Following from the above, it can be argued that 
if there is increased community concern about 
environmental issues, driven by increased media 
attention, then the increased concern should be 
matched by increased disclosures (if, consistent 
with legitimacy theory, disclosure policies are a 
function of community concern). The first hypo- 
thesis of this study, based upon the above argu- 
ment, is: 


The higher (ower) the level of print media 
coverage given to an industry’s environ- 
mental implications, the higher (lower) the 
level of environmental disclosures made by 
companies within that industry. (H1) 


Hypothesis 1 does not consider whether the me- 
dia coverage is positive or negative in nature. 
What has been argued is that if an environmental 
issue is placed upon the public agenda, through 
coverage by the media, then organisations will 
respond to the interest and concern which is ex- 
pected to be expressed by the relevant publics by 
providing increased environmental information re- 
lating to the issue. Conversely, if the environ- 


9 Relating such a finding to an Australian perspective, con- 
sider BHP’s experience with Ok Tedi in Papua New Guinea. 
The Australian public would be less informed and perhaps less 
concerned about the environmental damage caused by the BHP 
operations at Ok Tedi if the media did not highlight the issue. 
BHP has expended considerable resources in an attempt to 
minimise the negative impacts associated with Ok Tedi. Al- 
though conjecture, perhaps this would not have been con- 
sidered necessary had the media not embraced the issue. 
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mental issue is not on the agenda of the relevant 
publics—that is, the issue does not assume impor- 
tance in the media—then there is likely to be little 
interest by organisations in providing disclosures 
relating to their environmental performance. 

This view is consistent with results reported in 
O’Donovan (1997). O’Donovan interviewed senior 
executives from three large Australian companies 
(Amcor Ltd, BHP Ltd, and ICI Australia Ltd). 
The executives confirmed that, from their perspec- 
tive, the media does shape community expecta- 
tions, and that corporate disclosures of environ- 
mental performance information is one way to 
correct ‘misperceptions held or presented by the 
media’. O’Donovan did not empirically review any 
actual environmental disclosures made by the cor- 
porations involved. 

In circumstances where media attention is of a 
negative nature, organisations have an incentive to 
provide greater disclosure in order that the poten- 
tial implications are controlled. This is consistent 
with the findings by Patten (1992) and Deegan and 
Rankin (1996), as described earlier. Consistent 
with these previous research findings, management 
may use the annual report in an attempt to 
counteract the effects of the negative media cov- 
erage which, according to media agenda setting 
theory, will influence public perceptions relating to 
the issue. Essentially, this means that management 
will provide positive (or favourable) environ- 
mental information about their company in an at- 
tempt to counteract negative environmental media 
information. Based upon this argument, it is fur- 
ther hypothesised that: 


The higher (lower) the level of negative print 
media coverage given to an industry's 
environmental implications, the higher 
(lower) the level of positive environmental 
disclosures made by companies within that 


industry. (H2) 


As noted above, the development of these hy- 
potheses relied, in part, on predictions derived 
from media agenda setting theory in which it is 
argued that the media agenda sets the public 
agenda. Such a prediction has been supported in 
a number of research studies, a number of which 
have been quoted above. Although Griffin (1994: 
384) notes that media agenda setting theory is a 
very well accepted part of the wider communi- 
cation theories, he also notes (p. 380) that there 
are a number of researchers who, although not 
questioning the association between media atten- 
tion and community concern, question the causal- 
ity of the relationship. Such researchers propose 
that their evidence supports a belief that the pub- 
lic’s concern for certain issues (the public agenda) 
actually drives what the media elects to cover (the 
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media agenda}—that is, media coverage tends to 
be market driven. 

Counter to this view, however, Griffin (1994: 
380) reports that the majority of the studies that 
consider lag effects do find that the prominence of 
an issue increases in the media prior to measurable 
increases In public concern for the same issue, with 
the lag typically being fairly short term in nature 
(typically less than four months). 

For the purposes of our study, we are testing 
for a relationship between media coverage and 
environmental disclosure by industry over a num- 
ber of years. This relationship 1s predicted to exist 
because we believe that the reporting practices of 
organisations respond to community concerns. We 
accept, consistent with prior studies, that com- 
munity concern for a particular issue is reflected 
by the extent of media attention given to the issue. 
Whether community concern is driven, with a 
fairly limited time lag, by media attention (as the 
majority of studies seem to indicate), or whether 
media attention reflects community concern (this 
being the minority view that media coverage is 
market driven) is not crucial to our purposes. We 
are simply arguing that organisations will provide 
greater disclosures when media attention is greater 
on the basis that media attention is a proxy 
measure for public concern. 

The following sections describe the research 
methods adopted to test the above hypotheses. 


6. Research methods employed in this 
study 


The time periods chosen for this study are the 
years 1981/82, 1984/85, 1987/88, 1990/91, and 
1993/94. The reasons for selecting the above years 
are essentially threefold: 

1. The method of selecting print media releases, 
to indicate “media attention’, for this study is ex- 
pedited through the use of a CD-Rom index. This 
index, the Australian business index, ABI Inform 
(to be further discussed below) provides informa- 
tion about media articles written since 1981. Any 
search conducted prior to the 1981/82 period re- 
quires a manual search of each of the print media 
sources required for the study. A manual search 
for such media articles was considered impractical 
and hence the time period of the study was re- 
stricted to the period from 1981. 

2. To test the hypotheses of this study we needed 
to review a number of periods so that we had var- 
iation in the dependent variable used in this study 
(media coverage). Due to the timing of the data 
collection procedures (from early 1995) the latest 
year in which we were able to collect data about 
media coverage and annual report disclosures was 
1994. As we know from point 1 above, the earliest 
period in which accessible media data was availa- 
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ble was 1981. Hence our period of study was re- 
stricted to the period 1981 to 1994. 

3. We decided, on the basis of practicality, that 
we could only review five years within this period, 
which we decided to spread eveniy through the 
1981 to 1994 period. We believe that five years of 
data evenly spread across 13 years should be ad- 
equate to provide variation in the dependent vari- 
able of this study. 

As it has been proposed that print media articles 
can impact the extent of public concern, print me- 
dia articles referring to environmental issues as- 
sociated with Australian companies or industries 
are selected for the purposes of this study. Data 
are collected by industry as, consistent with Patten 
(1992), the environmental performance of one or- 
ganisation will conceivably impact perceptions 
about the environmental implications of other or- 
ganisations within the same industry. 

As indicated above, the method used in selecting 
print media articles associated with environmental 
issues involves the use of a CD-Rom index. This 
index provides easy access to an Australian busi- 
ness database, the Australian Business Index, ABI 
Inform (ABIX). The index provides a guide to 
published information from a wide cross section 
of business, finance and trade resources by index- 
ing approximately 85 newspapers and journals. 
The objective of obtaining print media sources 
pertaining to environmental issues is achieved by 
entering search key-words into the ABIX search 
screen together with the desired time period over 
which the search ts to be performed. The following 
search key-words were used in this study: environ- 
ment, environmental, environmentally, ecology, 
ecological, conserve, conservation, pollution, pol- 
luted, emission, emissions, green, greens, greening, 
greenpeace, and wilderness. The selection of these 
search key-words 1s based upon the theme of this 
study and pertains to words associated with the 
environment or used within the name of environ- 
mental interest groups. 

The ABIX database has been progressively 
developed over the last decade with the number of 
newspapers and journals included in the database 
being increased. This has implications for this 
study due to the potential inclusion of records 
from print media sources that were not consis- 
tently represented within the database covering the 
period of the study. Due to this possibility, only 
those print media sources which appear consis- 
tently across the period of the study and which 
were available for review are included as a media 
source. The media sources used for the study are: 
The Australian; The Australian Financial Review; 
The Age; The Bulletin; Business Review Weekly; 
Courier Mail; and The Sydney Morning Herald. 

Where articles related to the environment, they ` 
were classified by industry using the Australian 
Stock Exchange Financial and Profitability Index. 
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For the purposes of analysis, only media releases 
relating to the following mdustries, or companies 
within these industries were reviewed: Chemicals; 
Forestry and Forest Products; Gold; Oil and Gas: 
Other Metals General; Pastoral and Agriculture; 
Sand Mining; Solid Fuels; and Uranium. 

In selecting the industries, those industries 
which were considered to have significant environ- 
mental impacts were chosen. The choice of indus- 
try is fairly abitrary. However, the choice should 
nevertheless allow for variation in both media at- 
tention and corporate disclosure—the two key var- 
iables being reviewed in this study. The media ar- 
ticles were classified as either favourable, 
unfavourable, or other. Following Hogner (1982), 
the content of a print media release 1s considered 
to be ‘unfavourable’ (negative) if it contains 
information about the activities of the company or 
industry which indicate that the operations/ 
strategies of the industry/company are detrimental 
to the natural environment. The content of a print 
media release is considered to be ‘favourable’ if it 
contains information about the activities of the 
company or industry which indicates that the op- 
erations/strategies of the company/industry are 
beneficial to the natural environment. The content 
of the print media release is considered to be 
‘other’ if it contains information about the activi- 
ties of the company or industry which does not 
indicate whether the operations of the company/ 
industry is either detrimental or beneficial to the 
natural environment. 

During the process of analysing the media con- 
tent the great majority of articles did not provide 
both favourable and unfavourable material within 
the one article. They typically included either fa- 
vourable or unfavourable information only. There 
was a general absence of articles that could be 
classified as ‘other’. In the case where more than 
one industry is identified within a single media ar- 
ticle the article is attributed to each industry iden- 
tified. Each media article is given the same weight 
(a score of one). 

Having identified the industries to be reviewed 
it was then necessary to identify the particular 
companies within each industry for the purposes 
of reviewing the contents of their annual reports. 
We have restricted our analysis to annual reports, 
as these are the most readily available data source. 
We acknowledge that organisations can provide 
information by other means, such as interviews 
with the media, local community newsletters and 
the like. Organisations can also provide interested 
stakeholders with stand-alone environmental re- 
ports. This practice, however, is quite limited 
within Australia, particularly during the period of 
this study. Nevertheless, the annual report is ar- 
guably one of the main vehicles a large organisa- 
tion has for promoting various aspects of its 
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performance to a large and diverse cross-section of 
the community. 

Research reported in Deegan and Rankin (1997) 
shows that various diverse groups, such as share- 
holders, individuals holding office within organi- 
sations that undertake a ‘review or oversight func- 
tion’ (including employee groups/lunions, 
consumer groups, environmental lobby groups) 
and academics do seek environmental perform- 
ance information from an organisation’s annual 
report. Tilt (1994) shows that officers within 
environmental groups do, on average, review the 
information provided in an organisation’s annual 
report as part of the environmental group’s pro- 
cess of assessing the organisation’s environmental 
performance. Environmental disclosures within an 
annual report are also perceived by management 
to be a useful medium for correcting apparent mis- 
perceptions held within the community at large, 
some of which may have been created by the me- 
dia (O’Donovan, 1997). 

Those companies that are to have their annual 
report reviewed are required to be included on the 
Australian Graduate School of Management An- 
nual Report File (AGSM). Selecting companies 
listed on the AGSM file imposes a limitation on 
the study, as the company reports held on micro- 
fiche and CD-Rom are restricted to approximately 
the top 500 Australian listed companies, based on 
market capitalisation. The companies selected for 
each of the industries are retained for the duration 
of the study. A listing of the companies and their 
respective industries is provided in Appendix 1. 
The companies represent the respective industry 
leaders and constitute at least 50% of all listed 
companies within the respective industries.!° Con- 
sistent with studies such as Hogner (1982), Guthrie 
and Parker (1990), Deegan and Gordon (1996), 
and Deegan and Rankin (1996), the extent of 
environmental disclosure 1s determined by count- 
ing the number of words contained within the an- 


10 The database for the media articles has a year end of 30 
June. This also coincides with the majority of year ends 
adopted by the 27 companies reviewed in this study. As there 
is generally between two and three months between balance 
date and the date the reports are finalised, the companies have 
at least two to three months to react to the media coverage 
(more for media articles appearing earlier in the year). How- 
ever, a limited number of the companies had a 31 December 
year end, a 30 September year end, and a May 31 year end 
(those with a 31 May year end typically report in July/August). 
For the company (1) with the December year end, the annual 
report was being released at least eight months after the media 
coverage. As will be indicated later in this paper, we are not 
aware of any literature which can explain the duration of any 
possible lag between the media’s attention, and management’s 
decision to provide environmental disclosures (which in itself 
would be dependent upon their perceptions of the lag between 
the media coverage, and changes in community perceptions). 
This represents a limitation of this study, and represents one 
of the areas in which we believe further research may be useful 
(addressed in the concluding section of this paper). 
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nual report which address environmental issues. 
The wordcount associated with environmental dis- 
closures is dissected into ‘positive’ and ‘negative’ 
categories.'! The definitions applicable to the cate- 
gories of ‘positive’ and ‘negative’ environmental 
disclosure are similar to the ‘good news’ and ‘bad 
news’ definitions chosen by Hogner (1982), and 
Deegan and Gordon (1996) and are as follows: 

e Positive: refers to information about corporate 
environmental activities which have a positive or 
beneficial Impact upon society. 

e Negative: refers to information about corpo- 
rate environmental activities which have a negative 
or deleterious impact upon society.” 

Previous studies (for example, Guthrie and Par- 
ker, 1989; Deegan and Gordon, 1996; Deegan and 
Rankin, 1996) have shown that companies pre- 
dominantly disclose information of a positive na- 
ture. For example, in Deegan and Rankin (1996) 
the mean amount of positive disclosures for the 
sample companies amounted to 270 words for the 
period 1990 to 1993, whilst the mean amount of 
negative words was only six words. It is noted at 
this stage that the environmental information con- 
tained within the company annual reports re- 
viewed in this study are also overwhelmingly ‘posi- 
tive’ in terms of content. Further, there is an 
absence of environmental information in the com- 
pany reports that is considered to be neither ‘posi- 
tive’ nor ‘negative’ (that is, ‘neutral’). 

An industry average of the amount of annual 
report environmental disclosure is derived by sum- 
ming the number of words for each sample com- 
pany in the industry for a given year, and dividing 
the total by the number of sample companies in 
the industry.” 

Hence, in summary to this point, two broad sets 
of information have been collected, these being: 

1. Printed media coverage relating to the 
environment, classified by industry by year and 
whether the article is either favourable, unfavour- 
able, or other; and 

2. Company environmental disclosure within 
annual reports, with the environmental disclosure 
being measured by words and classified by indus- 
try into positive or negative disclosures. 

The following section discusses the results of the 
investigation into the association between media 
articles and annual report disclosures. 


11 It should be noted at this point that we are not looking 
for correspondence between specific environmental issues ad- 
dressed in the media article and the issues addressed by way of 
environmental disclosures within the annual report. 

12 Yn circumstances where a monetary value is expressed as 
a number within a sentence, the number is counted as a single 
word in this study and classified as positive or negative de- 
pending upon its context. 

13 A subset of media articles and corporate environmental 
disclosures were reviewed by both researchers. The measures 
derived did not significantly differ. 
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7. Results 


Table 1 provides the descriptive statistics derived 
for the variables used to test Hypothesis 1, while 
Table 2 provides the descriptive statistics derived 
for the variables used to test Hypothesis 2. 

Prior to reviewing the results relating to the two 
hypotheses, it is interesting to note from Table 1 
that there was a general trend of increasing 
environmental disclosures across all industries, 
consistent with the results in Deegan and Gordon 
(1996). The same trend was also found when only 
positive environmental disclosures are considered 
(Table 2). This would be expected, given the 
relative absence of negative environmental disclo- 
sures within the sample companies’ annual reports 
(as previously discussed). 

For all industries, the extent of corporate dis- 
closure and the number of newspaper articles in 
1993/94 (the latest data year) was greater than it 
was in 1981/82 (the earliest data year). However, 
the level of increase was not uniform from period 
to period. This is particularly the case when we 
compare the statistics for the 1990/91 and 1993/94 
years. Reviewing Table 1 and Figures 1 and 2 we 
find that for this period the number of media ar- 
ticles relating to the environment decreased for 
four out of nine of the industries, whilst the mean 
words of annual report environmental disclosures 
decreased for six out of nine of the industries. It 
is difficult to determine the factors that would 
cause periodic increases or decreases in media cov- 
erage and consequently, community concern. De- 
tailed consideration of this issue is really beyond 
the scope of this paper. Nevertheless, we conjec- 
ture there could have been heightened environ- 
mental interest by the media (which is hypothesi- 
sed to lead to increased corporate disclosures) in 
the period leading up to the 1992 Rio Earth Sum- 
mit. Some time following the summit (such as the 
1993/94 year), the media may not have had the 
necessary encouragement or impetus to maintain 
the extent of its media coverage directed towards 
environmental issues. The effect of this may have 
caused reduced media coverage, and as hypothes- 
ised, a consequential effect of reduced corporate 
environmental disclosures. The corporate environ- 
mental disclosures made by the sample firms 1s 
graphically illustrated in Figures 1 and 2. 

Consistent with Hypothesis 1 it is predicted that 
if there is greater community concern about issues 
pertaining to the environment, a result of in- 
creased media attention, then such increased con- 
cern should be matched by greater corporate 
environmental disclosures. Spearman rank-order 
correlation tests are applied to each of the indus- 
tries selected for this study to measure the degree 
of association between the media articles relating 
to the environment, and the average industry 
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Table 1 


Media articles and mean environmental disclosures 


Year 


Industry 


Chemicals 


Forestry & 
forest 
products 

Gold 


Oil and gas 


1981- 
1982 


Media 
article 
total 


12 
10 


1981- 
1982 


Mean 
words 


1984- 
1985 


Media 
article 
total 


12 


19 


1984- 
1985 


Mean 
words 


50.25 
(31.62) 


1987- 
1988 


Media 
article 
total 


25 
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1987- 
1988 


Mean 
words 


203.25 
(238.9) 
222 
(147.1) 


138.5 
(16.5) 
81 


Mean 
words 


331.5 


(323.6) 
556.25 


(741.6) 


1820.50 
(1370) 
166.5 


1993- 
1994 


Mean 
words 


269 


Other metals 
general 

Pastoral and 
agricultural 

Sand mining 


200.25 
(120.8) 
27.5 


Solid fuels 


Uranium 


(77.88) 
204.75 
(161.8) 


(77.67) 
649.25 
(321.3) 
179.5 
(46.5) 
344.5 
(12.5) 
296 19 
(242.1) 
13 653 17 
(0.00) 


Note: The figures in parentheses represent standard deviations. As the disclosure measures for the uranium 
industry come from one company only (Energy Resources of Australia Ltd), the standard deviation is zero. 





environmental disclosure.'* The results for the test- 
ing of Hypothesis 1 are provided in Table 3. 

In six of the nine industries examined in this 
study there was a significant correlation between 
the levels of media attention, and the quantity of 
corporate environmental disclosures. À signifi- 
cance level of 10% has been chosen as the cut-off 
point in determining whether the hypotheses of 
this study are supported. In all cases, the correla- 
tion coefficient was in the predicted direction and 
at least of the magnitude of +0.5. It should be ac- 
knowledged that with only five observations for 
each industry (these consisting of the mean 
environmental disclosures in each year, and the to- 
tal number of media articles in each year), the data 
will be biased against finding significant results. 
For this reason, graphical representations of the 


14 Tn circumstances where data are parametric, the most com- 
mon test for correlation is the Pearson product-moment test. 
However, the data in this study violate the assumption of 
normality and therefore the Spearman rank order correlation 
test is considered to be appropriate under such circumstances. 
This violation is determined by using the guidelines of Foster 
(1986, p106) where it is suggested that normality can be ac- 
cepted where skewness is less than +/— 0.5 and kurtosis is less 
than +/— 1. The data used within this study did not fit within 
these bounds. 


data were also reviewed (they are not reproduced 
in this paper). 

The graphs utilised the data provided in Table 
1 and showed, by respective industry, the move- 
ments in the mean total environmental disclosures 
(measured by words), and the movement in the 
number of media articles relating to the environ- 
ment. A review of the graphical representations 
indicated that across the industries there was a 
general trend of increases in both media attention 
and annual report disclosure across the period of 
the study. In a number of the industries the 
changes in media attention and corporate disclo- 
sures greatly mirror one another—a finding con- 
sistent with Hypothesis 1. 

Having provided the results of Hypothesis 1 we 
can now consider the results for Hypothesis 2. 
Hypothesis 2 takes into account the effect that 
negative media coverage may have on the levels of 
positive corporate environmental disclosure within 
each industry. This hypothesis predicts that when- 
ever an industry experiences higher (lower) levels 
of negative media coverage concerning the indus- 
try’s environmental implications, corporations 
representing the industry will provide higher 
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Table 2 


Negative media articles and mean positive environmental disclosures 


Year 


Industry 


Chemicals 


Forestry & 
forest 
products 

Gold 


Oil and gas 


Other metals 
general 

Pastoral and 
agricultural 

Sand mining 


Solid fuels 


Uranium 


1981- 
1982 


1981- 
1982 


1984- 
1985 


1984- 
1985 


1987- 
1988 


1987- 
1988 


1990- 
1991 


1990- 
1991 


1993- 
1994 


1993- 
1994 


Negative Mean Negative Mean Negative Mean Negative Mean Negative Mean 
positive media 
articles words 


media 
articles 


10 


> A 


6 


positive media 


words 


27.5 


9 


14 


7 


50.25 
(31.62) 


articles 


ae 


24 


5 


positive 


words 


196.25 
(227.8) 
191.75 


media positive 


articles words 


21 


83 


4 
11 


331.5 
(323.6) 
550.75 
(732.1) 


1820.50 
(1370) 
166.5 


media positive 
articles words 


22 
46 


12 
13 


263.75 
(99.4) 
245.2 


(391.5) 


487 
(157) 
186 
(80.60) 
778 
(362.5) 
97.5 
(97.5) 
241 
(137) 
240 
104.6) 
1134 
(0.00) 


Note: The figures in parentheses represent standard deviations. As the disclosure measures for the uranium 
industry come from one company only (Energy Resources of Australia Ltd), the standard deviation is zero. 


Figure 1 
Mean total words by industry for the chemical, forestry and forest products, gold, and oil and gas industries 
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Figure 2 
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Mean total words by mdustry for the other metals general, pastoral and agricultural, sand mining, solid fuels, 


and uranium industries 


Mean 
number 
of words 


1984/85 
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Years 


Table 3 


—@$— Other metals 

—W-— Pastoral & agricultural 
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—~yé— Solid fuels 
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1990/91 1999/04 


Test results by industry for Hypothesis 1—Spearman rank-order correlation between mean total environmental 


disclosure and media articles 


Spearman rank-order 


Industry 


Chemicals 

Forestry and forest products 
Gold 

Oil and gas 

Other metals general 
Pastoral and agricultural 
Sand mining 

Solid fuels 

Uranium 


(lower) levels of environmental 
disclosures. 

As with Hypothesis 1, the data collected for 
each industry covering the period of the study is 
subjected to statistical testing using the Spearman 
rank-order correlation test. Results relating to the 
tests for each industry are summarised in Table 4. 

The results in Table 4 indicate that in five of the 
nine selected industries in this study there is signifi- 
cant correlation between the levels of negative 
media attention and the quantity of positive cor- 
porate environmental disclosure. As for Hypo- 
thesis 1, the small number of observations (five 
years) mitigated against finding significant results. 
All correlations were in the predicted direction and 
eight out of the nine correlations were at least 


positive 


correlation coefficients 


Significance (one-tailed test) 


0.027 
0.018 
0.002 
0.195 
0.018 
0.052 
0.142 
0.142 
0.100 


+0.8721 
+0.9000 
+0.9747 
+0.5000 
+0.9000 
+0.8000 
+0.6000 
+0.6000 
+0.6669 





+0.5. Appendix 2 provides a graphical represen- 
tation of the relationship between negative media 
articles and positive environmental disclosures. 
Appendix 2 shows that for a number of industries 
the changes in negative media articles are closely 
mirrored by changes in positive corporate environ- 
mental disclosures—a result consistent with Hypo- 
thesis 2. 


8. Summary and discussion 


This study examines, by industry, the relationship 
between print media attention to environmental is- 
sues and the extent of corporate annual report 
environmental disclosures, to determine if the 
relationship can be explained within a legitimacy 
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Table 4 
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Test results by industry for Hypothesis 2—Spearman rank-order correlation between mean positive environmental 


disclosure and negative media articles 


Spearman rank-order 
correlation coefficients 


Industry 


Chemicals 

Forestry and forest products 
Gold 

Oil and gas 

Other metals general 
Pastoral and agricultural 
Sand mining 

Solid fuels 

Uranium 


theory framework. Annual report environmental 
disclosures, and print media data are collected for 
five individual years between the period 1981 to 
1994. The extent of corporate annual report 
environmental disclosures is measured by words 
and classified into positive or negative disclosures 
to give an average measure by industry. 

Print media articles relating to the environment 
are classified by industry and by whether the ar- 
ticles provided a favourable, neutral or unfavour- 
able view of the industries’ activities. The print 
media environmental articles are used as a 
measure of public concern regarding the environ- 
mental implications of the industries. Such a 
measure is used because, consistent with media 
agenda setting theory, it is considered that media 
attention to environmental issues will impact on 
community expectations. 

According to legitimacy theory, used within the 
context of this study, corporate management will 
react by increasing the level of corporate environ- 
mental disclosures if they perceive that the ‘legiti- 
macy’ of their organisation/industry is threatened 
because of public concern over the environmental 
Implications of the organisation/industry. This 
form of corporate behaviour is consistent with the 
findings of previous studies conducted by Hogner 
(1982), Patten (1992), Deegan and Gordon (1996), 
and Deegan and Rankin (1996). 

Hypothesis 1 predicted that higher (lower) levels 
of media attention would be associated with higher 
(lower) levels of corporate environmental] disclo- 
sure. The hypothesis was tested by industry using 
five years of observations (of corporate environ- 
mental disclosures and media articles). With only 
five years of observations for each industry, the 
correlation statistics would be biased against find- 
ing significance. Nevertheless, the testing pro- 
cedure enabled an examination of whether there 
appears to be an association between media atten- 
tion and corporate disclosure to be made. The re- 





Significance (one-tailed test) 


0.161 
0.018 
0.000 
0.195 
0.094 
0.142 
0.027 
0.217 
0.000 


+0.5643 
+0.9000 
+ 1.0000 
+0.5000 
+0.7000 
+0.6000 
+0.8721 
+0.4617 
+1.0000 


sults indicated that for all nine industries the cor- 
relation coefficient was in the predicted direction 
and of the magnitude of at least +0.5. Significant 
results were found for six industries, these being 
chemicals, forestry and forest products, gold, other 
metals - general, pastoral and agricultural, and 
uranium, thus confirming a legitimation motive by 
corporate management in these industries. 

The finding that Hypothesis 1 was not sup- 
ported across all industries may, in part, be due to 
a number of factors. We have not factored in any 
lag effects when considering the relationship be- 
tween media attention and subsequent corporate 
disclosure. If such a lag did exist across all or some 
of the industries then this would mitigate signifi- 
cant findings. Further, perhaps the media is not as 
effective in some industries as others in shaping 
community expectations or, more to the point, 
corporate management within some industries 
may not consider the media to have such influence. 
Also, there is a possibility that dominant players 
in some industries had strategically planned the 
timing and format of their environmental disclo- 
sures in a bid to manipulate or shape community 
perceptions and concerns (as would be suggested 
in politial economy theory—see Gray, Owen and 
Adams, 1996), rather than simply reacting to 
changes im community concerns, as would seem to 
be suggested by legitimacy theory. Hence, assum- 
ing that a relationship between media attention 
and annual report environmental disclosures holds 
across all industries may be a simplistic assump- 
tion. This could be the subject for further research. 

Hypothesis 2 predicted a positive relationship 
between higher (lower) levels of negative media at- 
tention, and higher (lower) levels of positive an- 
nual report environmental disclosures. As for 
Hypothesis 1, there were only five years of obser- 
vations for each industry, which mitigated signifi- 
cant results. Nevertheless, in eight out of the nine 
industries the correlation statistics were at least 
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+0.5. Significant findings supportive of the hypo- 
thesis were provided by five of the nine industries, 
thus confirming a legitimation motive by corporate 
management in those five industries. 

In comparing the results of Hypothesis 1 and 
Hypothesis 2 it was found that for both hypothe- 
ses, significant results were found for the forestry 
and forest products; gold; other metals—general; 
and uranium industries. However, chemicals, and 
pastoral and agricultural industries only generated 
significant results for Hypothesis 1, while sand 
mining only generated significant results for Hypo- 
thesis 2. The reasons for such a difference are not 
clear, but are worthy of further research. 

There are a number of possible limitations 
which may impact upon the results of this study. 
One relates to the unavailability of media sources. 
As stated previously, access to a number of print 
media sources was restricted due to the unavaila- 
bility of the information. It is not clear, however, 
in which direction this restriction would bias the 
results. 

It has also been assumed that all print media 
sources have the same perceived ability to impact 
community expectations and, as a result, each ar- 
ticle was equally weighted. This may not be the 
case, however, there is limited guidance available 
to indicate which Australian media sources have 
the greater relative impact. 

We have also not controlled for issues such as 
the prominence (for example, placement at the 
front page versus the middle or back page, or the 
size) of the respective media article. Again, there 
is limited theoretical guidance to advise how to dif- 
ferentially weight the respective articles in terms of 
their prominence within the print media and im- 
portantly, how the prominence impacts on how sa- 
lient a particular issue is for the reader. Some re- 
searchers have considered prominence in terms of 
placement only, that is, whether it is in the front 
sections of the paper (Salwen, 1988). Others, for 
example Wanta (1965), have considered the im- 
pacts of photographs on increasing the reader’s in- 
terest in a particular issue. Further, issues such as 
the size of the headline have also been found to be 
important (for example, see Ader, 1995). Research 
currently being undertaken by one of the authors 
draws upon various prior studies of article promi- 
nence (where the results are often mixed) to con- 
struct a media prominence score. This scoring 
system takes into account the placement of the ar- 
ticle (for example, front page, back page), the 
width of the headline, the size of the articles, and 
the inclusion of photographs. 


15 As Hypothesis 2 represents a refinement of Hypothesis | 
it may have been anticipated that more industries would have 
generated significant results for Hypothesis 2 than Hypothesis 
1, but not vice versa. 
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As noted above, another possible limitation of 
this study is that it ignores potential lag effects. 
That is, it has been assumed that management ad- 
justs its disclosure policies on the basis of the me- 
dia attention received by its corporation’s industry 
in the same year as the annual report. No adjust- 
ment has been made for whether the article ap- 
peared earlier or later in the year preceding the 
release of the organisation’s annual report. Fur- 
ther, it has also been assumed that there is no lag 
between media attention and changes in commu- 
nity concerns.'® As there are three years between 
each of the observations used in this study it is 
difficult to test for a lag effect. Future research 
could help to resolve the issue by reducing the time 
period between each of the observations. 

We have also not related media attention to spe- 
cific environmental issues (such as ozone depleting 
activities) with specific types of corporate environ- 
mental disclosures. Rather, we have simply iden- 
tified all environmental media articles, and all an- 
nual report environmental disclosures and 
examined the association between them. Further 
research could implement a more refined analysis, 
though such an analysis would take considerably 
longer in terms of the time taken to collect and 
analyse the data. 

Even given the above limitations, it is the 
authors’ view that this study has contributed to the 
literature because it has shown, unlike any other 
known study, that the environmental disclosure 
strategies of management within some industries is 
associated with the extent of media attention. 
More specifically, variations in media attention ap- 
pear to be associated with variations in corporate 
disclosures. It has further contributed to the litera- 
ture by showing that not all industries react in the 
same manner to variation in the level of media 
attention. Taken together, the results provide a 
further resource for those individuals/organisa- 
tions attempting to explain or understand what 
drives particular entities to voluntarily disclose 
environmental information in their annual report. 





16 Ader (1995) argues that although the results are mixed, 
the time lag between changes in the media agenda and changes 
in the public agenda are typically less than about four months, 
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Appendix 1 

Sample companies 

Australian Chemical Holdings Ltd Chemicals 

Gibson Chemical Industries Ltd Chemicals 

ICI Ltd Chemicals 

Incitec Ltd Chemicals 

Amcor Ltd Forestry and forest products 
Gunns Kilndried Timber Industries Ltd Forestry and forest proudcts 
Spicers Paper Ltd Forestry and forest products 
Wesfarmers Ltd Forestry and forest products 


Gold Mines of Kalgoorlie Ltd 
Renison Goldfields Ltd 

Ampol Petroleum Ltd 

Magellan Petroleum Australia Ltd 
Santos Ltd 

Woodside Petroleum Ltd 

CRA Ltd 

MIM Holdings Ltd 

North Broken Hill Ltd 

Western Mining Corporation Ltd 
Australian Agricultural Company Ltd 
CSR Ltd 

Consolidated Rutile Ltd 
Westralian Sands Ltd 

Allied Queensland Coalfields Ltd 
Coal & Allied Industries Ltd 
Meekatharra Minerals Ltd 
Oakbridge Ltd 

Energy Resources of Australia 


Gold 
Gold 


Oil and gas 

Oil and gas 

Oil and gas 

Other metals (general) 
Other metals (general) 
Other metals (general) 
Other metals (general) 
Pastoral and agricultural 
Pastoral and agricultural 
Sand mining 

Sand mining 

Solid fuels 

Solid fuels 

Solid fuels 

Solid fuels 

Uranium 
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Appendix 2 
Graphical representations of the relationship between neers media attention and positive annual report 
environmental disclosures 


Chemical industry 


Mean 
Negative total 
media 1 positive 
article words 
totals in annual 
report 


1981/82 1984/85 1987/88 1990/971 1993/94 


Years 


—A— Negative articles —— Positive words 


Forestry and forest products 


Mean 


Negative total 
media positive - 
article | _ words 
totals in annual 

| report 


1984/85 1987/88 — 1990/91 1993/94 


Years 


—— Negative articles —O— Positive words 
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Appendix 2 (cont.) 


Negative 


media 
article 
totals 


Negative 
media 
article 
totals 


Gold industry 


1981/82 1984/85 


1987/88 
Years 


—ts— Negative articles —C—— Positive words 


1990/91 1993/94 


Oil and gas industry 


1981/82 1984/85 1987/88 1990/91 1993/94 


Years 


—t— Negative articles —O- Positive words 


37 


Mean 
total 
positive 
words 
in annual 
report 


Mean 
total 
positive 
words 
in annual 
report 
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Appendix 2 (cont.) Other metals (general) industry 


Mean 
total 
positive 
words 
in annual 
report 


Negative 
media 
article 
totals 


1981/82 1984/85 1987/88 1990/91 1993/94 


Years 


—tr— Negative articles Positive words 


Mean 
total 
positive 
words 
in annual 
report 


Negative 
media 
article 

totals 


9 
8 
7 
6 
_ 

4 
3 
2 
1 


o 


1981/82 1984/85 1987/88 — 1990/91 1993/94 
Years 


-—tr— Negative articles —0O— Positive words 
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Appendix 2 (cont.) Sand mining industry 


Negative 
media 
article 
totals 


© 


198 1/82 1984/85 1987/88 1990/91 1993/94 


Years 


—t— Negative articles —O— Positive words 


Solid fuels industry 


- Negative 
media 
article ` 
totals 


1987/88 


198 1/82 1984/85 1990/91 1993/94 


Years 


—t4— Negative articles —t Positive words 
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Mean 
total 
positive 
words 
in annual 
report 


Mean 
total 
positive . 
words 
in annual 
report 
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Appendix 2 (cont.) 
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Uranium industry 


Negative 
media 
article 
totals 


0 


1981/82 1984/85 


1987/88 


Mean 
total 
positive 
words 
in annual 
report 


1990/91 1993/94 


Years 


—4— Negative articles —O— Positive words 
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Perceptions of the Royal Mail case in the 


Netherlands 


Kees Camfferman* 


Abstract—The 1931 Royal Mail case, as a landmark event in the history of British accountancy, did not go un- 
noticed in the Netherlands. Awareness of the case is reflected by a fairly wide scattering of references in contem- 
porary Dutch documentary sources, notably in the literature of the auditing profession. Because of this, the case 
provides a convenient opening for studying the comparative development of accounting and auditing in Britain 
and the Netherlands. This paper documents Dutch references to the Royal Mail case from the 1930s to the early 
1950s and it presents an interpretation of the pattern and nature of these references. The materials brought together 
in this paper show that in interpreting the Royal Mail case, Dutch auditors paid more attention to general issues 
of auditor responsibility than to the issue of secret reserve accounting with which the case is traditionally associated. 
The case provided support for those who argued with Limperg that the Dutch profession was ahead of Britain in 


its views on auditor responsibility. 


1. Introduction 


The importance of the Royal Mail case to British! 
accountancy is well established in the literature. 
According to Edwards (1989: 127), ‘the criticism 
aroused by the [Royal Mail case] probably had a 
greater impact on the quality of published data 
than all the Companies Acts passed up to that 
date’. Equally forceful is F.R.M. de Paula’s late- 
1940s image of the Royal Mail case which ‘fell like 
an atomic bomb and profoundly disturbed both 
the industrial and the accountancy worlds’ (de 
Paula, 1948a: 265). The case drew attention to de- 
ficiencies in British financial reporting and audit- 
ing, and provided an impetus for renewal and 
modernisation. 

Given this impact, it is not surprising that the 
Royal Mail case attracted some attention in the 
neighbouring Netherlands as well, and that it left 
its traces in the Dutch professional auditing litera- 
ture. This paper documents Dutch reactions to the 


*The author is at the Vrije Universiteit. He would like to 
thank Gaby d’Haens and J.C. Brezet for their assistance. Wil- 
lem Buijink, Jan Schoonderbeek, Steve Zeff, members of the 
Accounting Section at the Vrije Universiteit, participants at the 
1997 Accounting Business and Financial History Conference 
and two anonymous reviewers made many helpful comments 
on earlier versions of this paper. Correspondence should be 
addressed to Professor Camfferman at Vrije Universiteit, Fac- 
ulty of Economic Sciences, De Boelelaan 1105, 1081 HV Am- 
sterdam, the Netherlands. Tel: +31 20 444 6076; fax +31 20 
444 6005; e-mail ccamfferman@econ.vu.nl. This paper was first 
submitted in October 1997, and the final version accepted in 
June 1998. 

| This paper uses ‘Britain’ and ‘British’ as a matter of con- 
venience and not with the intention of restricting the scope of 
the paper precisely to Great Britain. Similarly, when references 
to ‘England’ occur in literal translations from the Dutch litera- 
ture, it should not, as a rule, be assumed that the Dutch authors 
wanted to restrict their statements to that part of the UK. 


Royal Mail case from 1931 to the early 1950s, and 
demonstrates the fairly large extent to which 
Dutch auditors knew about, and took an interest 
in, British affairs. The case invited comparisons 
between the state of accounting and auditing in the 
Netherlands and in Great Britain, and it is for that 
reason that a study of Dutch reactions to the 
Royal Mail case provides useful insights into the 
comparative history of accountancy in the two 
countries. 

The Royal Mall case is traditionally associated 
with the demise of secret reserve accounting as a 
respectable reporting practice. This might suggest 
the hypothesis that the perceived significance of 
the case In the Netherlands would also be phrased 
primarily in terms of the issue of secret reserves. 
However, this paper argues that at least initially 
the case was interpreted mainly in terms of a more 
general and ongoing domestic discussion on the 
nature of the responsibility of the auditor. As such, 
the case could serve as support for the view that 
at a fundamental level, Dutch standards of audit- 
ing were higher than those in Britain. Rather later, 
following the War, did the specific implications of 
the case for secret reserve accounting become a 
topic of discussion. In terms of de Paula’s bomb- 
ing imagery, it can be said that, although Dutch 
auditors considered themselves well-protected 
from the initial blast by their high standards of 
professionalism, this did not shield them from the 
fallout which, during subsequent years, influenced 
long-term developments in British accountancy. 

This paper is organised as follows: Section 2 
briefly reviews the facts of the Royal Mail case, 
and the consequences attributed to it in the Eng- 
lish-language literature; Section 3 discusses in gen- 
eral the extent of knowledge of the case in the 
Netherlands, and Sections 4 and 5 contain the core 
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of the paper. They show how references to the 
Royal Mall case in the Netherlands fitted into the 
ongoing discussion on professional standards in 
that country. Section 6 contains some concluding 
remarks. 


2. The Royal Mail case 


The facts of the case against the chairman of the 
board of directors and the auditor of the Royal 
Mail Steam Packet Company? (Rex v. Lord Kyl- 
sant, and Another) are well documented in the Eng- 
lish-language literature.’ In brief, the effect of the 
Royal Mail’s accounting policies during the 1920s 
was to hide a decline in the company’s fortunes. 
In particular, a redundant provision for wartime 
taxation was gradually released into income. In 
this way, losses were transformed into apparent 
profits. This practice was not evident from the 
published financial statements, which condensed 
income into an ‘omnibus’ item labeled ‘Balance for 
the year, including dividends on shares in allied 
and other companies, adjustment of taxation re- 
serves, less depreciation of the fleet, etc.’ 

In 1926, despite an undisclosed trading loss of 
£507,104, the profit and loss account showed a 
profit of £478,563, mainly because of an ‘adjust- 
ment’ of taxation reserves of about £750,000 
(Green and Moss, 1982: 72). As the Royal Mail 
Group’s affairs deteriorated, the Treasury became 
involved in the task of restructuring its finances in 
1929-1930. Information provided to preference 
shareholders in February 1931 in order to gain 
their support for extending a moratorium pro- 
vided the feeding ground for rumours that there 
might be something wrong with the Royal Mail 
Company’s published accounts. Members of the 
Parliamentary opposition pressed the Government 
into deciding on a prosecution, and in July 1931 
both the chairman of the board of directors, Lord 
Kylsant, and its auditor, Harold Morland, were 
tried on charges of publishing false information. 
In the end, both men were acquitted of charges 
relating to the 1926 and 1927 annual reports, but 
the director was found guilty with regard to unau- 
dited information published in a 1928 prospectus. 
The acquittal was largely based on the testimony 


2 In the remainder of this paper, this company and its sub- 
sidiaries are referred to as ‘the Royal Mail Company’. This was 
the combination of companies to which the trial (‘the Royal 
Mail case’) was confined. The Royal Mail Company was part, 
however, of a far wider network of companies which, following 
Green and Moss (1982), is referred to as the Royal Mail 
Group. 

3 See Arnold (1991); Bircher (1991); Edwards (1976, 1989); 
Green and Moss (1982); Jones (1995). 
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of expert witnesses from the auditing profession.‘ 
Chief among these was a former president of the 
English Institute ICAEW), Lord Plender, who as- 
serted that the succinct reference to ‘adjustment of 
taxation reserves’ to describe the nature of the 
profit balance was in accordance with best current 
practice. 

As the Royal Mail case was ‘one of the Old Bal- 
Jey’s most publicised cases in the inter-war period’ 
(Green and Moss, 1982: 141), it is not surprising 
that it is generally credited with a great impact on 
British auditing and financial reporting. Although, 
because of the acquittals with respect to the finan- 
cial statements, there were no direct legal impli- 
cations, the case did bring about a process of 
reflection and debate on the state of British 
accountancy. Within the auditing profession, the 
existence of considerable differences of opinion 
hindered the emergence of an unambiguous reac- 
tion: ‘Given that many leading professional ac- 
countants shared the view of the expert witnesses 
in the Royal Mail case that there was nothing in- 
herently wrong with the use of secret reserves, the 
professional response to the case could only be a 
muddled and ineffective one’ (Napier, 1995: 273). 
Nevertheless, two distinct consequences began to 
emerge towards the end of the 1930s. 

The first consequence, at least the one which 
‘has received the bulk of the accounting historians’ 
attention’ (Edwards, 1989: 232), was a change in 
attitude towards secret reserve accounting. Even 
though the formation of secret reserves remained 
acceptable for a while, their undisclosed release 
into income ceased to be part of acceptable prac- 
tice (e.g. Rowland, 1939: 178). The 1945 report of 
the Committee on Company Law Amendment 
(chaired by Mr Justice Cohen), and the wording 
of the subsequent Companies Act 1947 (in parti- 
cular Schedule Eight, 27(2)), strongly suggested 
that the existence of secret reserves, rather than 
merely their undisclosed release into income, was 
sufficient to jeopardise the “true and fair view’ to 
be given by the financial statements (cf. Jones, 
1995: 157). 

A second important consequence of the Royal 
Mail case was a change in the perception of the 
auditor’s responsibility. Prior to the case, there 
was a tendency to interpret the auditor’s respons- 
ibility in a limited way by a strict adherence to 
what was specified in the law and in legal prece- 
dent. During the 1930s, however, perceived re- 
sponsibilities expanded because of the increasing 


4 Ashton (1986) attributes the outcome of the trial in part to 
a weak handling of the case by the Attorney-General, in parti- 
cular regarding the use made of the witnesses: “The AG appears 
to have had no clear strategy in relation to the points that 
should have been brought out in Lord Plender’s evidence. In- 
deed, an uninformed observer might have thought that he was 
a defence, rather than a prosecution witness.’ (p. 9) 
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recognition of the moral and ethical responsibili- 
ties of the auditor (Edwards, 1989; Napier and 
Noke, 1992). 

It may be true, as Bircher (1991) has argued, 
that the Royal Mail case was only one element of 
a growing dissatisfaction with the current state of 
things that eventually brought about these and 
other changes in British accountancy. Moreover, 
the case may have been influential for the wrong 
reasons. Arnold (1991: 203) has claimed that the 
trial proceedings ‘exaggerated and distorted the 
contributions of secret reserve accounting to the 
smoothing of RM’s profits over the period 
1915-27’. Yet there seems to be no doubt that, in 
the minds of many contemporaries, the case was a 
conspicuous cause of change. It is because of this 
perceived significance as a cause célébre that an 
investigation is justified of the reactions it elicited 
in the Netherlands. 


3. Awareness of the Royal Mail case in 
the Netherlands 


One can safely assume that the Royal Mail Group 
was well known in the Netherlands before its trou- 
bles began. Many companies of the far-flung 
Group acted as competitors, partners, clients or 
suppliers of the Dutch shipping industry.° The fi- 
nancial problems of the Royal Mail Company and 
the subsequent trial attracted considerable atten- 
tion in the newspapers. For the purposes of this 
paper, four business-oriented daily newspapers 
were searched and it was found that all reported 
frequently on the restructuring of the company 
and on the trial during the period of May to July 
1931. In a number of instances, the events were 
apparently considered to be of sufficient impor- 
tance to be reported on the front page. While 
much of the coverage was relatively short and of 
a factual nature, there were also some background 
articles and commentaries. 


5 For example, Green and Moss (1982: 56) describe the com- 
petition with the Holland-Zuid-Afrika Lijn during the 1920s. 
The Holland-Amerika Lijn, a major Dutch liner shipping com- 
pany, operated a joint service to the Pacific with the Royal Mail 
Steam Company. It also had a longstanding relation with the 
Harland & Wolff shipyard (a key part of the Royal Mail 
Group) from which it ordered a number of hulls, including that 
of its flagship Statendam (II) (Wentholt, 1973). Incidentally, 
Green and Moss (1982: 59) appear to confuse the Dutch com- 
pany with the Hamburg-Amerika Line in this regard. 

6 See Algemeen Handelsblad, 14 May, p. 1 and 3; 16 May, 
p. 2; 2 June, p. 1; 3 June, p. 1, 2, 8; 9 June, p. 3, 8; 11 June, 
p. 3, 6; 15 June, p. 6; 23 June, p. 3 and 8; 30 June, p. 4; 30 
July, p. 4 (all references except 2 and 15 June are to the morn- 
ing edition). Coverage in Nieuwe Rotterdamsche Courant was 
mainly based on the same sources as used in Algemeen Han- 
delsblad. See also De Telegraaf, 15 May (evening) p. 17; 3 June 
(evening) p. 14; 23 June (morning) p. 3; 13 July (morning) p. 
1; 30 July (evening), p. 13; and De Maasbode, 9, 11, 16 June 
and 21 July (morning editions). 
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Following coverage in the press, the case also 
made its way, at a slower pace, into the Dutch 
professional accountancy literature from the fall of 
1931 onwards. In the distribution of references to 
the case over time, a simple pattern is unam- 
biguously present, as these references occur in two 
distinct phases. First, during the period from 193] 
to 1935, a total of 14 publications were found in 
which one or more references to the Royal Mail 
case by Dutch authors (or quoted speakers) oc- 
curred.’ From 1936 to 1945, only one reference to 
the Royal Mall case was found in the Dutch litera- 
ture, in an article by a British author (Rowland, 
1939). But, after this period of silence, 10 more 
references were found, dating from the period 
1946-1952.8 References to the Royal Mail case af- 
ter the early 1950s are scarce.° What is probably 
the last reference appeared in a 1970 encyclopaedia 
of business administration and accountancy, 
where the case was characterised as ‘being of 
purely historical significance’ (de Jong, 1970). 

From the absolute number of references it can 
immediately be seen that the Royal Maul case 
never dominated the Dutch auditing literature of 
the 1930s and 1940s. But, even in the absence of 
comparable statistics, 1t seems fair to state that the 
case drew rather more, and certainly longer-lasting 
attention in the Dutch literature than other affairs 
of the period such as the Kreuger & Toll affair 
(Flesher and Flesher, 1986). 

It can therefore be inferred that, from 1931 on- 
wards, there was substantial written information 
about the case available to Dutch auditors. Those 
who followed the literature could gain a reason- 
able understanding of the significance of the case 
for British accountancy. In addition to these 
sources, the importance of the Royal Mail case 
would have been brought to attention during the 
1933 International Congress on Accounting in 
London, at which a Dutch delegation of con- 
siderable size and quality attended.'! The partici- 


? Hageman (1932a,b, 1935); de Kat (1932); Keuzenkamp 
(1932); Polak (1933); van Rietschoten (1932); Roosegaarde Bis- 
schop (1932); Spangenberg (1934); Sternheim (1931) and van 
Dien, quoted in Morgan (1933). Sternheim (1931) and Hage- 
man (1932a,b) were reproduced in their entirety in the Novem- 
ber 1931, May 1932 and June 1932 issues of the journal De 
Naamlooze Vennootschap. 

8 Dijker (19488); Hageman (1947); Hinnen (1948a,b); Ho- 
geweg (1948); NIVA (1946); Porrey (1950); Spinosa Cattela 
(1948); Stokvis (1950); Tempelaar (1952a), with Spinosa Cat- 
tela (1948) reprinted in 1952. 

2 Foppe (1955); de Jong (1970) 

10 In 1936, F.R.M. de Paula wrote: ‘In my opinion, the pro- 
ceedings of that [1933] congress represent a contribution of the 
first importance in the world of accountancy. They reveal 
clearly that the profession is moulding definite principles in re- 
gard to the serious problems involved in the Royal Mail Steam 
Packet Company case’ (de Paula, 1948b: ix). 

11 With 23 participants each, the Netherlands and Germany 
provided the largest foreign delegations after the US (with 32). 
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pants could learn directly about the case in the 
discussion from the paper presented by Henry 
Morgan (who had been an expert witness for the 
defence at the trial) (Morgan, 1933), and from the 
subsequent debate in which two Dutch delegates 
participated. Those who stayed at home could do 
so through a summary of the proceedings pub- 
lished in one of the main accountancy journals 
(Spangenberg, 1934). 

There are also indications that Dutch auditors 
did indeed avail themselves of the above oppor- 
tunities. Knowledge of the Royal Mail case played 
a role when auditors gathered for discussion. In 
the summer of 1932, the subject was sufficiently 
well known to influence the choice of topic for the 
annual study meeting of the Dutch Institute of Au- 
ditors (NIVA) (Keuzenkamp, 1932). However, the 
speaker at the meeting thought it useful to outline 
the circumstances of the case ‘for those who do 
not know about this trial’ (Keuzenkamp, 1932: 
30). During next year’s meeting in September 
1933, it was apparently possible to make a passing 
reference to the case without giving any details, as 
if everyone present would be able to understand 
the implications of the case (Polak, 1933: 28). Al- 
though no such references occur in records of 
meetings during the remainder of the 1930s, the 
knowledge did not disappear. In 1946 or 1950 it 
was still possible to make a point during a NIVA 
membership meeting by making a casual reference 
to the Royal Mail case (NIVA, 1946; Stokvis, 
1950). 


4. Initial reactions 1931-1935 


This section considers reactions to the Royal Mail 
case during the early 1930s. It is argued that 
during this period the case had at best a marginal 
influence on attitudes towards secret reserve ac- 
counting. Instead, it is shown that interest in the 
case was prompted primarily by its bearing on 
questions of the general responsibility of the 
auditor. 


4.1. Secret reserves 

The Royal Mail case did cause at least some 
immediate changes in Dutch financial reporting. 
One Dutch auditor commented In 1932 on his re- 
cent observation of 


‘the appearance in a published set of Dutch 
financial statements of the item “By trading 
account, including secret reserve transfer”, as 
far as I know a unique occurence in our fi- 
nancial reporting, and apparently inspired by 


Delegates included partners of the major firms and a number 
of past and present NIVA presidents. 
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the verdict regarding the Royal Mail Steam 
Packet Cy.’ (Keuzenkamp, 1932: 30)! 


It seems, though, that this reaction was the ex- 
ception rather than the rule and that, in general, 
attitudes towards the formation and use of secret 
reserves were only marginally affected. To gauge 
the more typical Dutch perceptions of the Royal 
Mail case in the early 1930s, a good starting point 
is the discussion of the case by Ch. Hageman 
(1932a) published in one of the main professional 
journals in April 1932. After a discussion of the 
case, including a numerical analysis and extensive 
quotes from the proceedings in court, he arrived 
at the following assessment of the relevance of the 
case for the Dutch situation: 


Among Dutch auditors, the formation of un- 
disclosed reserves is in general considered as 
acceptable and in many instances unavoida- 
ble.... The essential difference of opinion be- 
tween English auditors and auditors in this 
country lies, however, in the case that undis- 
closed reserves are released to profit without 
any clear indication (as in the case of the 
R.M.S.P.). In contrast to his English col- 
league, the Dutch auditor, when he signs the 
financial statements without qualification, 
also gives a clean report on the profit and 
loss account. In the case [of undisclosed re- 
leases], therefore, signing without qualifica- 
tion would be indefensible since the profit 
balance shown does not correspond at all 
with the true results from operations, and 
since the auditor would then collaborate, as 
in the R.M.S.P. case, in invoking a com- 
pletely incorrect impression of the financial 
position. According to what appears from 
the English professional journals, it will after 
this case be necessary to verify the correct- 
ness of the profit and loss account as well, 
and in so doing adhere to opinions which 
have existed for a long time in this country. 
(Hageman, 1932a: 59) 


12 Keuzenkamp did not identify the company in question, 
but in the 1931 annual report of Werkspoor N.V., a major 
engineering firm, the profit and loss account for 1931 did in 
fact contain precisely this item (‘Per exploitatierekening inclu- 
sief dotatie stille reserve’). The direction of the ‘transfer’ was 
from the reserve to the profit and loss account, in keeping with 
the context of the Royal Mail case. The item recurred in the 
1932 annual report, but by 1933 the secret reserves were ap- 
parently exhausted, and a release of open reserves was unable 
to prevent the profit and loss account from going deeply in the 


13 Ch. Hageman (1896-1966) had joined the editorial board 
of the journal Maandblad voor Accountancy en Bedrijfshuis- 
houdkunde in October 1931. Until 1948, he would be section 
editor of the ‘News from abroad’ section, which typically con- 
tained short clippings from foreign journals with some com- 
ments. The article mentioned here, however, was a long leading 
article, 
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According to Hageman, therefore, the position 
on secret reserves that was gradually reached in 
Britain following the Royal Mail case (their use 
allowed, but no undisclosed release into income) 
had already gained acceptance in the Netherlands, 
owing to the superior notions of proper auditing 
prevalent in the latter country. 

As to the first part of that assertion, it would 
seem that Hageman, who was at the time not in 
public practice, was a little optimistic. Views in line 
with the practices of the Royal Mail Company 
were aired during the late 1920s, although typically 
not without opposition (Zeff et al., 1992: 61). In 
1929, the éminence grise of the Dutch auditing 
profession, J.G.Ch. Volmer, had dismissed as 
‘nonsense’ and ‘academic wisdom’ the assertion 
that the experience of banks and shipping com- 
panies since 1921 had shown that openness in the 
use of secret reserves would have been in the public 
interest (Volmer, 1929), During a 1929 NIVA 
study meeting on secret reserves, views had been 
expressed ranging from wholehearted endorsement 
to a reluctant acceptance of established practice, 
and the issue of undisclosed releases had simply 
not been addressed (van Uden, 1929). 

Rather typical seems to have been the position 
of A. Sternheim, an auditor who published his 
own journal of financial news and analysis. In 
1930 he did not go beyond stating that the attitude 
of the auditor towards undisclosed releases was ‘a 
difficult issue’ (Sternheim, 1930). This position was 
a little clarified when, in an article commenting on 
the Royal Mail case, he wrote that ‘a release of 
secret reserves, by which a loss in any year is trans- 
formed into a profit, must be disclosed. An interim 
position seems to be out of the question’ (Stern- 
heim, 1931). Rather than rejecting secret reserves 
or even undisclosed releases of secret reserves, this 
position merely objected to undisclosed releases in 
cases where the apparent trend of profits was 
reversed. 

In other frequently used words, secret reserves 
were disapproved of only when they were ‘abused’. 
This position was apparently typical for the lead- 
ing members of the Dutch profession throughout 
the 1930s, who were reluctant to rule out undis- 
closed releases altogether, let alone prohibit the 
formation of secret reserves (see Keuzenkamp, 
1939; de Vries, 1985: 169-71). An important cor- 
ollary of this point of view was that the auditor 
had to determine whether in specific instances 
there had been any ‘abuse’ or misleading use of 
secret reserves. At this point the second part of 
Hageman’s argument (cited above) applies, that 
Dutch auditors, adhering to higher general stan- 
dards of auditing, were better prepared to prevent 
such abuses than their British counterparts. 

To understand this assertion, it is useful to take 
a step back and to review briefly the relations be- 
tween British and Dutch auditing during the first 
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decades of the century and to consider in parti- 
cular differences in the legal environment and re- 
Jated differences m reflection on the nature of 
auditing. 


4.2. Dutch and British auditing 1900-1930 

There can be little doubt that Britain was the 
single most important foreign point of reference 
for the young Dutch auditing profession. The 
Dutch Institute, founded in 1895, was consciously 
modelled after the example of similar bodies in 
Britain (Limperg, 1903). British textbooks played 
an important part in professional education. The 
extent to which aspiring auditors were to acquaint 
themselves with British practices may be gauged 
from the questions listed in reports of oral exam- 
inations organised by the NIVA in 1904: 


“Have you studied Pixley? Tell us something 
from the chapter on “Profits available for 
dividends”... What are the regulations in 
England concerning the auditor’s certificate 
to the balance sheet?...How would you go 
about the audit of a savings bank, especially 
with regard to deposits? How do our English 
colleagues do that?...Tell us something about 
English bookkeeping. ...How do the English 
divide their ledgers?...What does Pixley say 
about the “Internal Check”? (Reiman and 
Nyst, 1906: 284) 


Professional education continued to rely heavily 
on British materials at least until the 1930s 
(Camfferman and Zeff, 1994: 136n). The main ac- 
counting journals also devoted considerable space 
to events in Britain. Even though attention was 
also paid to Germany, France and, increasingly so 
as the century progressed, to the US, British 
accountancy continued to attract the most atten- 
tion (Camfferman, 1997: 74). By the 1930s, how- 
ever, an important turning point was being 
reached. It was increasingly felt that Dutch audit- 
ing had matured to such a level that it no longer 
needed to take the role of student to the British 
teachers, and that, in fact, it was reaching for even 
higher levels. 

The emergence of this notion was facilitated by 
the very limited role of the law in Dutch account- 
ing and auditing in comparison with Britain. This 
created an opportunity to define the role of the 
auditor on a theoretical basis independent of legal 
constraints (cf. Flint, 1985: 36). That the oppor- 
tunity was seized can be credited largely to Theo- 
dore Limperg. 

In Britain, the involvement of the law in finan- 
cial reporting and auditing had followed the 
growth of modern business as successive Com- 
panies Acts had attempted to accommodate 
changes in the functioning of limited liability com- 
panies. The audit and publication of balance 
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sheets of public companies had been mandatory 
since the Companies Acts of 1900 and 1907, 
respectively. The 1928 Companies Act further ex- 
tended these requirements by specifying particular 
items to be shown in the balance sheet and by re- 
quiring that a profit and loss account be made 
available to shareholders. Moreover, a body of ju- 
risprudence had come into existence on issues re- 
lating to financial reporting and auditing. It may 
be true that ‘accountancy writers could regard the 
judgments as, in the final analysis, of little signifi- 
cance’ (Napier and Noke, 1992: 39); but the fact 
that the analysis had to be made at all, and the 
real possibility of the scrutiny of the auditor’s 
work in court, were presumably important reasons 
why British auditors, in their professional training, 
placed considerable emphasis on the study of law 
(Napier, 1996: 452). 

Even though by subsequent standards the influ- 
ence of the law In British accounting of the 1920s 
may not have been extensive, in the Netherlands 
this influence was even more slight (see Camffer- 
man, 1995; Zeff et al., 1992). Until 1928, the rel- 
evant legal requirements were contained in a Com- 
mercial Code that was in this respect virtually 
unchanged since 1838. For limited liability com- 
panies, there was no specification of the form in 
which an annual account had to be rendered to 
shareholders, no suggestion of general publicity 
nor any hint of an audit. Yet, during the 1880s 
and 1890s, it became common at least for listed 
companies to publish their balance sheets (and 
also quite frequently their profit and loss ac- 
counts), and a flourishing auditing profession 
came into being. 

Perhaps surprisingly, from a British perspective, 
the courts did not provide any guidance during 
this stage. Although further research in this area 
would be desirable, it is probably correct to state 
that hardly any jurisprudence came into existence 
before the 1920s if not the 1930s that could pro- 
vide useful guidance concerning the contents of fi- 
nancial statements or the work of the auditor. A 
main reason was probably that the statutory foot- 
holds for civil and criminal actions against audi- 
tors or directors with respect to financial state- 
ments were so narrowly defined that successful 
recourse to the courts was possible only in cases 
of blatant fraud or negligence, and not with a case 
based on technical niceties of accounting." 


14 See Volmer (1914: 108) on the Criminal Code clause on 
directors circulating an ‘untrue’ balance sheet: ‘[it] is a blunt 
weapon; the falsehood must be written all over [the balance 
sheet] if a conviction is to follow’. According to van Lier (1927) 
there was, in fact, no legal ground for criminal proceedings 
against auditors. With regard to civil law, Grosheide (1928) 
reported that he knew of only one case (in 1918) that had re- 
sulted in an auditor having to pay damages to his client for 
negligence in auditing. See also Knol (1936: 331) for a comment 
on the paucity of civil cases against directors. 
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When, in 1928, the Commercial Code was fi- 
nally revised, the new reporting requirements by 
and large confirmed the well-established minimum 
practice of listed companies: the Code required 
publication of a balance sheet and profit and loss 
account, provided for a minimum of balance sheet 
disclosure and information about the valuation of 
assets, and gave the general meeting of sharehold- 
ers the right to appoint an auditor. Because the 
law contained no new departures, it did not-affect 
the position of Dutch auditors who had been used 
to look elsewhere for guidance in the development 
of their profession. In the earliest literature, this 
was commonly done by extensive discussions of 
foreign regulations (van Slooten, 1900; Volmer, 
1914) from which a more or less informed choice 
was made to provide solutions for problems at 
hand. But it is Limperg’s distinct contribution that 
be took a different road and managed to persuade 
a significant proportion of Dutch auditors of the 
correctness of his views. 

Limperg’s views on auditing (see Camfferman 
and Zeff, 1994) assumed that standards for the 
work of the auditor and the extent of his respons- 
ibility were not determined by convention or legal 
precedent, but by economic rationality. Parti- 
cularly in the absence of a legally defined position, 
a long-term future for the auditing profession 
could be secured only when it defined a role for 
itself that was economically valuable to others. Ac- 
cording to Limperg, such a role could not consist 
in checking the formal correspondence between 
the ledger and the financial statements. To a ra- 
tional reader of financial statements, the audit 
would be valuable only if it assured him of the 
substantial correctness of the reported figures. To 
do so, the auditor had to go beyond the ledger, 
not merely to check the existence of assets at the 
balance sheet date, but more fundamentally to 
judge the correctness of the ending balance sheet 
figures by reconstructing the flows of money and 
goods in the course of the year from which the 
balance sheet position was the result. 

Limperg’s views, the essence of which was pub- 
lished as early as 1905, involved rather more audit 
work than traditional practices. They also shifted 
the focus away from the balance sheet audit 
towards the audit of the financial statements as an 
integrated whole. These views were very much 
Limperg’s personal contribution to the Dutch au- ` 
diting profession in which there was little or noth- 
ing that presaged the emergence of such views at 
that time. Because of this novelty, and presumably 
also because of the implication of more extensive 
audit work, Limperg’s ideas were not accepted 
without opposition. But apart from mere conser- 
vatism, the nature of some of the opposition was 
a tribute to Limperg’s influence. Because of his 
own theoretical work, and because of his practical 
contributions to the integration of the study of 
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accountancy and economics at an academic level, 
the need for a proper theoretical foundation of au- 
diting was quite widely acknowledged in the Dutch 
profession. Therefore, those who did not accept 
Limperg’s views could accept that they had to be 
opposed on a theoretical level and could therefore 
give him full credit for raising the standard of 
reflection in the Dutch auditing profession to levels 
not reached abroad.!> 

As indicated by Edwards (1976), the contrast 
between Limperg’s approach and contemporary 
British opinions on auditing (but also the opposi- 
tion to Limperg’s views in the Netherlands) are 
illustrated by the proceedings of the 1926 Inter- 
national Congress of Accountants, held in Am- 
sterdam. At that Congress, both Limperg and Sir 
Wiliam Plender (who, as will be recalled, was to 
be one of the principal witnesses in the Royal Mail 
case), spoke on the subject of the responsibility of 
the auditor. Plender’s paper was restricted almost 
entirely to a legal point of view, illustrating how 
in Britain (in the words of Edwards) ‘the account- 
ant became entirely preoccupied with his legal re- 
sponsibilities which consequently determined the 
scope and extent of the audit’. Limperg, in con- 
trast, left juridical concerns expressly out of his 
speech and attempted to base a theory of auditor 
responsibility on the premise of an economically 
rational audit function. In his own words, the con- 
trast was expressed as: 


I am thinking more particularly about Eng- 
land, where, it seems to me, the ideas of the 
accountants about the problem discussed 
here, are not so much governed by rules 
derived from the exigencies of the profession 
as by judicial verdicts and the interpretation 
of the regulations laid down in the Com- 
panies Acts. (Limperg, 1926a: 85) 


To Limperg, one of the most important practi- 
cal consequences was that British auditors took a 
much too restricted view of their responsibility re- 
garding the profit and loss account. Legally, Brit- 
ish auditors had to report on the balance sheet 
only (a situation that was unaffected by the Com- 
panies Act 1928). Limperg strongly believed that 
British auditors typically restricted their audit to a 
verification of balance sheet positions, and saw the 
danger that in such a situation a release of secret 
reserves into income might be considered as out- 
side the scope of the auditor’s responsibility. This 
contrasted evidently with his own views and to 
some extent with Dutch practice in which, well be- 
fore this was required by the Commercial Code 


15 E.g. Belle (1931: 5). See Flint (1985) and Munnik (1938: 
214) for a retrospective and contemporary international com- 
parison. See Napier (1996) for the absence of academic infiu- 
ence on accounting and auditing in Britain. 
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reform of 1928 or even the literal sense of the 
Dutch Institute’s own Rules of Professional Con- 
duct, many auditors had accustomed themselves to 
auditing the balance sheet and the profit and loss 
account as a single document.'® 

At the 1926 Congress, Limperg’s views did not 
come out to advantage. In his presentation, Plen- 
der put forward a rather more balanced image of 
British auditing than the legalistic picture sketched 
by Limperg. Not only did Plender claim important 
moral responsibilities for the British auditor, he 
also strongly took issue with the suggestion that 
British auditors were negligent with regard to the 
profit and loss account: 


The attachment of the auditor’s report only 
to the Balance sheet did not mean that he 
had not examined the Profit- and Loss-ac- 
count. The Balance sheet included the 
amount to the debit or credit of the Profit 
and Loss account, and the balance of that 
accountant [sic] needed and received just as 
close a verification as did any other figure on 
the Balance sheet. So important was this that 
if it showed a credit balance in excess of what 
the profit really was and a dividend was im- 
properly [original emphasis] declared and 
paid out of that balance, the liquidator of the 
Company, should its circumstances lead to 
liquidation, might bring an action for breach 
of duty against directors and auditors....This 
was elemental to many present, and he only 
referred to it because some of their brethren 
from other countries might not quite have 
understood why the statutory report was 
fixed only to the Balance sheet of a limited 
liability company. (Plender, 1926: 109) 


This rather clearly put Limperg in his place, and 
the audience did not hesitate to take a position. 
One of the Dutch debaters expressed his satisfac- 
tion that Plender’s speech had confirmed his ex- 
pectations that ‘the interest of their English col- 
leagues extended farther than the final figure of the 
profits appearing on the balance sheet’ (p. 124). 
Another declared himself in sympathy with the 
British point of view as opposed to the “extreme 
standpoint’ taken by Limperg. When the discus- 
slon was reviewed in a 1929 Dutch textbook on 
auditing, the following conclusions were reached 


16 It may be noted that the perceived difference was purely 
a matter of auditing principles, not one of financial reporting. 
Although Limperg was adamant that the profit and loss ac- 
count be audited, he did not differ from his contemporaries in 
accepting the often highly condensed format of published profit 
and loss accounts. Grouping of amounts in single items was 
considered acceptable as long as the captions correctly 
indicated the mixed composition of such items. See Hogeweg 
(1926); Limperg (1926b). 
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regarding to what was styled as the ‘Plender-Lim- 
perg controversy”: 


Jo. Currently held views [in the Netherlands] 
on the duty of the auditor of a limited lia- 
bility company are generally more in con- 
formity with the formulation of this duty in 
the paper of Plender than with the point of 
view of Professor Limperg. 

20. During the last decade, however, an ev- 
olution has been discernible in our country 
in the direction of a higher conception of the 
auditor’s duty. (Nijst, 1929: 120) 


4.3. Nature of response to the Royal Mail case 

On the previous elements we can build an as- 
sessment of the nature of the first set of reactions 
to the Royal Mail case. As seen above, the case 
did not cause a break in the practice of secret re- 
serve accounting. The existence of secret reserves, 
though questioned, remained a part of accepted 
practice.” At best, the case somewhat refined dis- 
cussions on secret reserve accounting as it brought 
to the fore the issue of undisclosed releases which, 
prior to 1929, was not a regular element of such 
discussions. 

The importance of the case in this period lies 
therefore not in its direct implications for secret 
reserve accounting, but in its implications for the 
more general process of reflection on the nature 
and course of the auditing profession. The case 
provided a vivid illustration of a number of prop- 
ositions that Limperg and his followers had for a 
considerable time but with as yet incomplete suc- 
cess urged Dutch auditors to accept. These in- 
cluded the inadequacy of reliance on precedent in 
general and the acceptance of British auditing 
practice as normative in particular, the dangers of 
a strict legalism and, positively, the necessity of 
auditing the balance sheet and the profit and loss 
account as an integrated whole. 

We do not know about Limperg’s private reac- 
tion to the case. However, one cannot help but 
wonder about his feelings when he learned that his 
former opponent, Plender, was forced to argue 
that his confident words at the 1926 Congress 
about the obvious legal responsibility of the au- 
ditor for disclosure of releases from secret reserves, 
did not apply to the case in which he appeared as 


I7 Not in the least because in the preparation of the Com- 
mercial Code revision the Justice Ministry had explicitly 
indicated that it did not object to undisclosed reserves provided 
that their existence could be inferred from a careful reading of 
the financial statements. See also van der Heijden (1929: 359). 
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a de facto witness for the defence.'* But, thanks to 
the Royal Mail case, the argument that British au- 
ditors had a legalistic and restricted view of their 
responsibilities resurfaced in the Dutch literature. 
It may be recalled that Hageman, quoted at length 
at the start of this section, pointed to this issue in 
explaining the significance of the Royal Mail case. 
Another auditor who considered himself part of 
Limperg’s school, van Rietschoten, commented 
negatively on the legal advice received and pub- 
lished by the Council of the English Institute on 
the implications of the Royal Mail case. First, the 
legal counsel was cited as follows: 


In our opinion, having regard to the fact that 
the balance sheet contains as one of its items 
the balance brought in from the profit and 
loss account, [the auditors] cannot dissociate 
themselves from all responsibility [emphasis 
added by van Rietschoten] for the correct- 
ness of that account and there may be cases 
in which it would be incumbent upon them 
to draw the attention of shareholders to any 
feature of that account which in their view 
involved anything of an improper and mis- 
leading character.!° 


This elicited the following comment by van 
Rietschoten: 


This statement once again clearly demon- 
strates the necessity that the English audi- 
tor’s opinion no longer be confined to the 
balance sheet, but is also extended to the 
profit and loss account. The reasoning 
quoted here is really so useless that probably 
no-one will have read it with satisfaction. 
(van Rietschoten, 1932). 


18 If Dutch contemporaries did at all Jink Plender’s appear- 
ance in the Royal Mail trial with his utterances at the 1926 
Congress, this did not affect his subsequent stature in the Neth- 
erlands. Plender had quite a reputation among Dutch auditors 
and with his peerage (conferred in 1931) and his country estate 
was a perfect symbol of the difference in social standing be- 
tween British and Dutch auditors, of which the latter were 
keenly aware (Anonymous, 1933; van Dien, 1930). In a 1933 
discussion meeting, someone suggested that a Dutch auditor in 
charge of the audit of a holding company could not conceiy- 
ably be so insolent as to send a working programme for the 
audit of a subsidiary to ‘Lord Plender of Price, Waterhouse & 
Co’. Another argued that this was quite possible, provided that 
the British auditor was treated with due respect (at the meeting, 
no one observed that Plender was mentioned in connection 
with the wrong firm) (see Polak, 1933). 

1? Van Rietschoten cited the counsel’s opinion in Dutch. The 
text cited here is the original English in ‘The Institute of Char- 
tered Accountants and the Royal Mail case—Counsel’s opin- 
ion’, The Accountant, 85 no. 2976, 19 December 1931: 804-805, 
with van Rietschoten’s italics added. 

van Rietschoten’s reaction may have been coloured by his 
apparent belief that he was citing the Institute’s Council rather 
than the opinion of counsel. 
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Following the Royal Mail case, Limperg himself 
also confidently repeated his perception of British 
auditing, even though this had been declared in- 
valid at the 1926 Congress. When British profes- 
sional journals commented unfavourably on the 
wording of the (Dutch) auditor’s report on the an- 
nual reports of the Philips company, Limperg 
retorted: 


It is known to all serious students, and it has 
repeatedly become publicly known, that the 
English auditor generally restricts his task far 
more [than the Dutch auditor]; and that he 
often restricts it too much by certifying only 
the balance sheet and not the profit and loss 
account, and by relying in numerous parts of 
the audit on the opinion of the auditee and 
his employees (Limperg, 1935). 


Seen in this way, the Royal Mail case provided 
Limperg and his adherents with support in what 
was, in effect, an ongoing battle over standards of 
auditing in the Netherlands. But the Royal Mail 
case did not start this battle, nor is there any 
reason to attribute it an inordinately heavy weight 
in settling the issue in Limperg’s favour. But that 
it was settled in his favour shortly afterwards is 
beyond doubt. According to a recent history of the 
NIVA, ‘in the years between 1935 and 1946, the 
last resistance within the NIVA against Limperg’s 
approach was broken’. Among other things, this 
meant that the NIVA’s code of conduct henceforth 
formally prohibited the audit of two successive 
balance sheets without an audit of the profit and 
loss account over the intervening period (see de 
Vries, 1985: 171). This feature could be cited to 
show how auditing in the Netherlands had reached 
a higher plane than in Britain (see Limperg, 1965: 
129 and Tempelaar, 1952b). In general, the process 
of emancipation from British leadership was com- 
pleted, following which ‘in large sections of the In- 
stitute the opinion prevailed that no one could 
match the Dutch profession with its theoretical 
foundation according to Limperg’ (de Hen et al., 
1995: 18). 


5. Subsequent reactions 1946—1950 


As related in Section 2, the effects of the Royal 
Mau case in Britain had not worked themselves 
out by the mid-1930s but continued to be felt until 
well into the 1940s. Although initial British reac- 
tions to the case may have been ‘ineffective and 
muddled’ (Napier, 1995), by the time of the Com- 
panies Act 1947 there was no mistaking the extent 
of the changes that had been brought about. In 
the Netherlands, the preparations leading up to 
the Companies Act, and the provisions of the Act 
themselves, were a sufficient stimulus to recall the 
Royal Mail case, and to question whether the re- 
action of the Dutch auditing profession to that 
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event was still adequate. At this stage, the focus 
of attention shifted away from the issue of the au- 
ditor’s responsibility towards the acceptability of 
secret reserve accounting. 

This distinction between the auditing and finan- 
cial reporting aspects of the Royal Mail case helps 
to understand the different evaluation of events in 
Britain which forms a recurring theme in the post- 
war Dutch literature. Those who focused on au- 
diting issues would see the Cohen Committee’s re- 
port and the Companies Act 1947 as attempts to 
catch up with the more advanced Dutch standards. 
Those who focused on reporting standards, and in 
particular on secret reserves, would see the same 
events as signs of a new departure in which the 
Netherlands risked falling behind. 

The comfortable pre-war position that the les- 
sons of the Royal Mail case were primarily appli- 
cable to Britain itself is represented by the auditors 
Porrey (1950) and Stokvis (1950), who linked the 
Companies Act with the implications of the Royal 
Mail case in terms of the auditor’s responsibility 
for the profit and loss account. Both concluded 
that, as a result of the lessons drawn from the case 
and their codification in the Companies Act, Brit- 
ish auditing standards had much improved. Stok- 
vis argued, however, on the basis of a review of 
the British literature since the Royal Mail case, 
that there was still room for further improvement. 
He believed that, since the London Congress of 
1933, British auditors were less inclined to define 
their responsibility in purely legal terms, and that 
there was a growing attention for the audit of the 
profit and loss account. Yet, he concluded, ‘these 
important events [the Companies Act 1929 and the 
Royal Mail case] have not, in my opinion, had the 
result that in England the importance and the au- 
dit of the profit and loss account are seen in the 
same way as in this country’ (p. 17). 

The alarmist position, on the other hand, was 
taken by G.K.H. Hinnen. He was originally not a 
NIVA member, but had joined when two smaller 
organisations of auditors merged with the NIVA 
in 1935. As a representative of his organisation, he 
had attended the 1933 London Congress himself, 
including the presentation of Henri Morgan’s pa- 
per, fraught with references to the Royal Mail 
case. In the discussion of that paper, Hinnen had 
clearly stated his beliefs that ‘a balance sheet that 
contains secret reserves does not show a true and 
correct view of the state of the company’s affairs’ 
(Morgan, 1933: 579). 

Following the merger of 1935, Hinnen became 
a member of the key NIVA committee charged 
with revising the NIVA’s Rules of Professional 
Conduct. It may be noted that this revision was 
an important part in the movement to enshrine 
Limperg’s views on auditing as the dominant out- 
look of the Dutch auditing profession. Limperg, 
who was chairman of the committee, also saw the 
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work of the committee as a further move ahead of 
the British example.2! 

In the course of their activities, the committee 
members came across the issue of secret reserves 
and, from the moment the issue was raised, Hin- 
nen consistently put forward bis opinion that both 
the existence and the release of secret reserves into 
income had at least to be indicated in the financial 
statements. On this issue he found all the other 
members against him; they argued that the abuse 
rather than the use of secret reserves had to be 
halted, and that the auditor's responsibility as de- 
fined in the new Rules was the proper safeguard.” 
In its final report, published in 1939, the commit- 
tee stated that they were aware of the dangers at- 
tached to secret reserves, but that they considered 
a prohibition to be ‘too great a hindrance to sound 
business life’. Revealing the existence of secret re- 
serves was not, in their opinion, a prerequisite for 
obtaining an unqualified report. Yet, the commit- 
tee was obliged to report Hinnen’s opposition as 
a minority view (NIVA, 1946: 54). 

After the interruption of the Second World 
War, discussions on the committee’s report con- 
tinued and in 1946, Hinnen repeated his objections 
to secret reserves in a strongly worded speech at a 
membership meeting. He deplored the lack of criti- 
cal views on secret reserves in the Dutch literature, 
and he referred his audience to Morgan’s 1933 pa- 
per and its discussion of the Royal Mail case. He 
presented the Cohen Committee’s report as a re- 
cent consequence of the case and observed that 
‘while in England measures will probably be taken 
against secret reserves, we will be setting our 
clocks backwards.’ He warned: ‘I am convinced 
that in this way we will presently have our own 
Royal Mail affair’ (NIVA, 1946: 66-7). Limperg 
expressed his sympathy with Hinnen’s intentions, 
but made it clear that for the time being it was not 
up to the auditor to prevent bona fide companies 
from forming secret reserves. As to the reference 
to England, Limperg observed: 


Even though England has been shaken by 
the serious case of the Royal Mail, in which 
secret reserves were used to pay dividends in 
years of adversity, we must not let ourselves 
be intimidated by that case. We are further 
ahead in our convictions regarding the con- 
scientious practice of our profession than in 
England. If such a case should occur, the 
Dutch auditor would certainly not, accord- 


21 During one of the committee’s first meetings, Limperg ar- 
gued that the absence of similar Rules of Professional Conduct 
in Britain ‘has as a consequence that developments there have 
come to a halt. Over there, appeals to jurisprudence are made 
and it is so much more difficult to change that.’ (Minutes of 
meeting 4 July 1931, p. 4) 

22 Minutes of 21 March 1936, 11 July 1936, 23 April 1938 
and 9 July 1938. 


ACCOUNTING AND BUSINESS RESEARCH 


ing to these proposed Rules, be exonerated. 
(NIVA, 1946: 93) 


In the end, Hinnen’s objections to the new 
Rules’ treatment of secret reserves did not prevail. 
Hinnen, however, pledged to ‘personally continue 
the battle against secret reserves’, which he did 
with a subsequent publication (Hinnen, 1948a) in 
which he argued that the tide of history, as far as 
secret reserves were concerned, was moving from 
the Royal Mail case to the Cohen Committee’s re- 
port and the Companies Act, and that the Dutch 
profession would do well to adjust itself to it. 

Support for Hinnen’s assertion that the Royal 
Mail case held lessons for the Dutch with regard 
to secret reserve accounting came from J.E. Spi- 
nosa Cattela, a former internal auditor of Philips 
who had, by living and working abroad for a num- 
ber of years, obtained first-hand experience of fi- 
nancial reporting practices in a number of English- 
speaking countries. In 1948, he published an 
introductory auditing text book for the Dutch 
market which devoted no fewer than six pages to 
the Royal Mail case in its discussion of secret re- 
serves. Included in this section were several long 
questions from Mr Justice Wright’s famous ad- 
dress to the jury (Spinosa Cattela, 1948: 113-8). 
From this and many other references to the British 
and American literature, it is evident that the au- 
thor, who also acknowledged the value of the spe- 
cifically Dutch contributions to auditing made by 
Limperg and others, wanted to impress his readers 
with the relevance of foreign contributions in the 
area of financial reporting. 

A somewhat similar judgment came from Ch. 
Hageman. While in his 1932 review (see above), he 
had concluded that the lessons from the Royal 
Mail case were already discounted in Dutch prac- 
tice, he wrote in 1946 on the Cohen Committee’s 
proposals regarding secret reserves, and gave his 
impression that ‘a new direction is taken in the 
publication of English annual reports’ (Hageman, 
1946: 254). The next year he reviewed an article 
on ‘accounting principles’ in The Accountant and 
commented: 


The battle on secret reserves came into an 
interim phase because of the Royal Mail 
Case. Lord Plender then gave his opinion 
that the release of secret reserves had to be 
disclosed....now we have come to the princi- 
ple that both the creation and the use of se- 
cret reserves must be made public...On read- 
ing the above, the thought suggests itself that 
the backwardness of ‘accounting principles’ 
in Great Britain has largely disappeared and 
changed itself into a lead regarding the pub- 
lication of financial statements, especially 
with respect to secret reserves. (Hageman, 
1947: 97-8) 
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In addition, other positive assessments of the 
Cohen Committee’s report and the Companies Act 
1947 (e.g. ten Bosch, 1948; Valkhoff, 1946) showed 
that innovations in British financial reporting reg- 
ulation were seen as highly significant. 

Of course, there were more critical voices as 
well. Hinnen’s (1948a) article provoked a public 
discussion with R.A. Dijker, a senior member of 
the Dutch profession (but not a Limperg adherent 
by any standard). Dijker argued that the Royal 
Mail case represented just a more extreme form of 
abuse that could not be used to argue against the 
use of secret reserves in general (Dyker, 1948a). 
Similarly, it was observed in a review of Spinosa 
Cattela’s textbook that ‘the foreign jurisprudence 
reported in later chapters might, in my opinion, 
have been discussed less extensively (for example 
the Royal Mail case) (Hogeweg, 1948: 350).% The 
extensive discussion of the Royal Mail case was 
retained in the second (1952) edition of the text- 
book, however. 

What we can conclude from this brief review is 
that in the post-war years, the Royal Mail case, 
reinforced by the Companies Act 1947, made a 
reappearance in the consciousness of Dutch audi- 
tors, this time in connection with the issue of secret 
reserve accounting for which it is best known. The 
relevance of the case to Dutch circumstances was, 
however, disputed. The most dire prediction, that 
the Netherlands would soon have its own Royal 
Mail case, was not vindicated, and perhaps partly 
for that reason, the issue of secret reserve account- 
ing would not be settled definitively until the in- 
troduction of new legal reporting regulation in 
1970. 

While secret reserves continued to exercise the 
minds of auditors, the post-1950 literature on the 
issue would, with few exceptions (Foppe, 1955; 
Tempelaar, 1952a) no longer refer to the Royal 
Mail case. The most obvious reason for this is that 
by the early 1950s the case had become an occur- 
rence of some 20 years past, and that new, do- 
mestic points of reference had become available.” 


+ 


2 See also the critical review by Dijker, who criticised the 
author for being too much under the influence of ‘the older 
English literature’ (Dijker, 1948b). 

This can be seen in the preparations of a NIVA discussion 
memorandum on secret reserve accounting and the role of the 
auditor. The committee charged with preparing the memoran- 
dum was installed in 1953. In the initial discussions, favourable 
references to Britain, in particular the Companies Act, were 
quite prominent (the Royal Mail case made but one fleeting 
appearance in the committee’s files). After 1955, a set of rec- 
ommendations on financial reporting issued by the Dutch em- 
ployer’s associations (Zeff et al., 1992: 94-114) became the 
main point of reference and in the final committee report 
(NIVA, 1962), no references to Britain or indeed any foreign 
country were included. See files of the Bos Subcommittee 
(NIVA-archives file 776), in particular nos 26, 123, 205-206, 
235-236). 
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6. Concluding remarks 


By documenting Dutch reactions to the Royal 
Mail case, this paper has shown that this landmark 
event in the history of British accountancy did not 
go unnoticed in the Netherlands. Moreover, the 
nature of the reactions to the case allows some 
Inferences to be drawn regarding the connections 
between the history of financial reporting and au- 
diting in the two countries. 

The case illustrates that Dutch auditors were 
reasonably aware of British affairs. Moreover, 
they were capable of interpreting these events cor- 
rectly in the sense that the case was cited in con- 
nection with the same main issues that the case 
had raised in Britain: secret reserves and the nature 
and extent of the auditor’s responsibility. 

Moreover, it has been shown that a number of 
individuals throughout the period were quite ac- 
tive in consciously positioning Dutch accountancy 
relative to its counterpart in Britain. They could 
differ in their assessments as to whether the Neth- 
erlands was ahead or behind Britain, but by agree- 
ing on Britain as a relevant benchmark they en- 
sured that Dutch accountancy did not develop in 
isolation. 

With regard to the Royal Mail case itself, it has 
been shown how its direct effect in the Netherlands 
was fairly small. Apart from the fact that even in 
Britain a common perception of the Royal Mail 
case emerged only after a number of years, this 
was caused by the impression of a substantial 
group of Dutch auditors, led by Limperg, that the 
case was not a signal that change was required in 
the Netherlands. Rather, the case confirmed their 
views on a number of issues regarding auditor 
responsibility, such as the imperative of consider- 
ing extra-legal responsibilities and the necessity of 
auditing the profit and loss account. On these is- 
sues, it was believed, the Netherlands was ahead 
of Britain. 

It is beyond the scope of this paper to determine 
to what extent this belief was shared and reflected 
in practice. At the time, there was certainly con- 
siderable opposition to Limperg’s views and it 
would be rash to conclude that practices like those 
of the Royal Mail Company did not occur in the 
Netherlands simply because Limperg insisted that 
the auditor should take responsibility for the cor- 
rectness of the income statement. 

Indirectly, through the Companies Act 1947, the 
Royal Mail case exerted some influence on Dutch ~“ 
accounting. The provisions of the Act brought the 
issue of secret reserves to the attention of Dutch 
auditors and reawakened memories of the case. 
But by that time, the notion of the superiority of 
Dutch auditing standards (to which the Royal 
Mail case had arguably contributed) was so well 
established that the auditing profession proceeded 
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to solve that issue in the following years on the 
basis of purely domestic arguments. 

The limitations of this paper, its simplifying fo- 
cus on a single event and its almost exclusive re- 
liance on utterances by the limited group of Dutch 
auditors whose opinions were recorded in print, 
are apparent. Further research, based on a direct 
comparison of actual reporting practices or focus- 
ing on the contents of professional education is 
therefore appropriate if we want to increase our 
understanding of how, even without conscious 
British effort, knowledge of British accounting and 
auditing helped to shape continental European 
practices and standards. 
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The accuracy of earnings forecasts in IPO 
prospectuses on the Kuala Lumpur Stock 


Exchange 
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Abstract—This paper examines the accuracy of earnings forecasts made by managers of Malaysian initial public 
offerings (IPOs) during the period 1984-1995. It is a mandatory requirement for Malaysian IPOs to furnish earnings 
forecasts together with the opinions thereon of the auditors and the lead underwriter in their prospectuses. Their 
accuracy 1s measured by forecast errors, absolute forecast errors, squared forecast errors and standardised forecast 
errors. The results suggest that, on average, managers under-forecast earnings by 33.37%. A comparison with the 
naive no change model in earnings suggests that 96 out of 122 companies outperform this model. A number of 
company specific characteristics (size, age, forecast interval, gearing, proportion of shares retained by owners, 
auditor reputation and industry) are tested. The results reveal that both the age and industry classification of the 
company are statistically significant, and that management earnings forecasts are particularly inaccurate where firms 
experience a decline in earnings. Key words: accuracy of prospectus earnings forecasts, initial public offerings, 


accounting in Malaysia. 


1. Introduction 


Prior research on earnings forecasts published by 
companies suggests that these forecasts have pre- 
dictive content with respect to actual earnings (Ru- 
land, 1978; Waymuire, 1986; Hassell and Jennings, 
1986; and McNichols, 1989). Other studies have 
found an association between the disclosure of 
earnings forecasts made by company management 
and changes in market expectations, as reflected 
either by changes in share prices or in revisions of 
earning forecasts by investment analysts (Patell, 
1976; Penman, 1980; Baginski et al., 1993; and 
Pownall et al., 1993). 

The primary objective of this study is to exam- 
ine the accuracy of earnings forecasts included in 
the prospectuses of Malaysian companies seeking 
listing on the Kuala Lumpur Stock Exchange 
(KLSE) main board. We also examine possible 
factors responsible for the variation in the level of 
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addressed to Mr Ranko Jelic, Centre for International Capital 
Markets Research, School of Accounting, Business & Finance, 
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UK. Tel: +44 1482 465714 Fax: +44 1482 466377. E-mail 
R.Jelic@accfin.hull.ac.uk. This paper was first submitted in De- 
cember 1997 and finally accepted in August 1998. 


accuracy of earnings forecasts. The justification 
for this study stems from the fact that there is a 
paucity of research on earnings forecasts in emerg- 
ing markets. Furthermore, the Malaysian market 
provides a rare test case in that companies seeking 
listing are required to provide earnings forecasts 
for their next financial year end. 

Studies of the accuracy of earnings forecasts 
made by management in IPO prospectuses are 
relatively limited. This could be due to the fact 
that in some countries quantitative earnings fore- 
casts are not included in the prospectuses.! In ad- 
dition, in some countries the management may en- 
tail risks that could be costly.2 These costs may 
include litigation costs arising from inaccurate 
forecasts as well as ‘reputation’ costs if manage- 
ment is subsequently viewed as unreliable. The re- 
search m this area 1s mainly restricted to British 
Commonwealth countries: Hong Kong, Malaysia, 
New Zealand, Canada, Singapore, Australia and 
the UK. 

Table 1 summarises the results of earlier studies 
on the bias of a forecast and the accuracy of earn- 
ings forecasts in IPO prospectuses. The bias 1s nor- 
mally measured by signed forecast error, defined 
as a difference between forecast and actual profits 
scaled by forecast profits (forecast error). A posi- 


! Forecast data were prohibited in prospectuses to the gen- 
eral public by Securities and Exchange Commission in the US 
prior to 1973, Furth et al. (1995). 

2 For more on legal issues in US and Canada see Bartley 
and Cameron (1991), and Clarkson et al. (1992). 
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tive forecast error indicates that forecast profit ex- 
ceeds actual profit. Absolute errors (forecast error 
in absolute form) measure the forecast accuracy. 
Selva et al. (1994) and Chan et al. (1996) report a 
forecast error and an absolute forecast error on 
the Hong Kong market of —14.12% and 18% 
respectively. The Selva et al. (1994) results show 
that the forecast error is significantly related to the 
forecast horizon at the 1% level. However, no 
relationship is found between the forecast error, 
industry classification, change in GDP, and the 
proportion of shares retained by the management. 
In contrast, the Chan et al. (1996) results reveal 
that the accuracy of earnings forecasts is related 
to the volatility of past profits, the change in ec- 
onomic conditions, and the year of the IPO. 

Firth and Smith (1992), and Mak (1989) exam- 
ine the disclosure of earnings forecasts in prospec- 
tuses of New Zealand IPOs. The former report a 
large and negative mean forecast error of —92% 
and an unexpected statistically significant negative 
relationship, is also found between company size 
and forecast accuracy. However, the results do not 
reveal any significant relationship between forecast 
accuracy, firm specific characteristics (age, gearing, 
auditors’ reputation, forecast horizon), and the in- 
itial share premium. Mak (1989) reports an 
absolute forecast error of 100%. The results show 
a statistically significant relationship between the 
forecast horizon and the forecast error, but only a 
weak relationship between industry classification 
and the forecast error. 

Mohamad et al. (1994) examine the forecast 
accuracy of 65 Malaysian [POs over the period 
1975-1988. Their results show a mean forecast er- 
ror of 9.34%, suggesting that, on average, man- 
agers underestimate future earnings. They also ex- 
amine the relationship between the forecast error 
and a number of possible explanatory variables 
(forecast horizon, company’s size and age, audi- 
tors’ reputation, and gearing) and the relationship 
between the initial premium and the forecast error. 
The results reveal that only gearing is statistically 
significantly related to the forecast error, and no 
significant relationship is found between the initial 
premium and the forecast error. 

Dev and Webb (1972), Ferris and Hayes (1977), 
and Keasey and McGuinness (1991) examine the 
accuracy of earnings forecasts included on a vol- 
untary basis in IPO prospectuses in the UK mar- 
ket. Their findings reveal a positive bias in that 
management generally underestimates future earn- 


3 Results reported in Table 1, except Dev and Webb (1972), 
Clarkson et al., and Tan (1987), are based on the following 
error metrics: FE=[(AJT~FJTVFJT] x 100; AFE =[JAjJT-FjT|/ 
EJTI] x 100. In Dev and Webb the forecast error is based on 
the ratio between the reported and forecast profits before cor- 
poration tax. Forecast error in Clarkson et al. is calculated as 
FE=I[(FfT— AJT)V/FYT] x 100. Forecast error in Tan is calcu- 
lated as FE=[(FJT-AJTVFjT] x 100. 
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ings. Dev and Webb report a significant positive 
relationship between the forecast horizon and the 
forecast error, and some, but not statistically 
significant, relationship attributable to industrial 
classification. Ferris and Hayes reported a nega- 
tive relationship between companies’ size and fore- 
cast accuracy, and a positive correlation between 
forecast accuracy and forecasting horizon. 

In the next section we discuss the institutional 
aspects of IPOs in Malaysia. The sample selection 
process, data sources, and the methodology used 
to measure forecast errors is discussed in section 
three. The results of the descriptive statistics and 
an analysis of forecast error patterns, together 
with comparisons with the naive no-change model, 
are presented im section four. In section five, an 
empirical model to identify the factors responsible 
for the accuracy of earnings forecasts is developed 
and tested and the results discussed. The final sec- 
tion presents the conclusions and suggests some 
areas for further research. 


2. Malaysian new issues market 


The substantial growth in the total market capi- 
talisation of the KLSE from a mere US$5.5bn in 
1973 to almost US$200bn in 1994, can to a large 
extent be explained by the successful economic 
policies of the Malaysian government during that 
period. Between 1971 and 1980 the country’s real 
gross domestic product (GDP) grew by an average 
of 8.3% per annum and over 1981-1994 by an av- 
erage rate of 6.7%, while the seventh five-year plan 
envisages a rise of 8% per annum between 1996 
and 2000.* 

Another major contributing factor is the suc- 
cessful privatisation programme which began in 
1983 with the sale of Malaysian Television System 
on the basis of buy and operate and the flotation 
of Cement Industries of Malaysia on the KLSE in 
1984. More than 60 companies have been privat- 
ised over the last 12 years and 18 of these com- 
panies are listed on the KLSE.° The KLSE also 
experienced a strong growth in new issues of pri- 
vate companies. During 1990-1995 more than 200 
IPOs were listed on both the main and the second 
board of the KLSE, compared with a total of 77 
IPOs during the 1980s. 

The IPO market in Malaysia differs from other 
such markets in a number of ways, the most im- 
portant of which is that IPOs are an instrument of 
the official government policy for redistribution of 


4 It is worthwhile to point out that this forecast is now very 
doubtful given the recent substantial decline in the value of 
both the Malaysian ringgit and stock prices; Financial Times. 
‘Malaysia charts course for technology age’, 7 May 1996. 

5 Prior to the privatisation programme, state-controlled com- 
panies accounted for about 40% of the capitalisation of the 
Kuala Lumpur stock exchange; Financial Times, ‘Malaysian 
privatization loses allure’, 13 October 1995. 
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the national wealth among different ethnic 
groups. ° Consequently, IPOs are strictly regulated 
and monitored by the government, which involves 
a lengthy process before approval is granted for 
official listing on the KLSE. Apart from the Se- 
curities Commission (SC), the other institutions in- 
volved are the Ministry of International Trade 
(MITD, the Foreign Investment Committee (FIC), 
Malaysian Industrial Development Finance Con- 
sultancy and Corporate Services, and the Anti- 
Corruption Agency. Before approval is granted, 
the SC makes a financial and qualitative evalua- 
tion of the firm, taking into account the profits and 
dividends forecasts by the firm and its underwriter. 

Subsequent to the approval of the SC, and be- 
fore the signing of the underwriting agreement and 
the announcement of the offer price, the board of 
directors and its lead underwriter are required to 
furnish a detailed prospectus to the SC and the 
KLSE. The prospectus must include, among other 
things, details of the previous five years’ profit and 
of the financial position and liquidity, qualitative 
information about the company and its manage- 
ment (e.g. scope for diversification, the business 
and financial risk of the company, quality of the 
management, etc.), the intended use of proceeds 
from the issue, the forecast of next year’s gross 
earnings per share and gross dividends per share, 
excluding any extraordinary items, and the key as- 
sumptions on which these forecasts are based. It 
is recommended by the SC that future profits 
should reflect an increasing trend. 

According to the recent revised regulation, 
which took effect from January 1996, both the ma- 
jor shareholders and the promoting bank (usually 
the lead underwriter) in the case of companies in- 
volved in construction, services, and specialised in- 
dustries have to provide a guarantee’ that the com- 
pany will achieve not less than 90% of the profits 
as forecast in the prospectus, and also not less than 
90% of the forecast maintainable profits for the 
next two years following the official listing. 
Alternatively they must agree not to sell or trans- 
fer any of their shareholdings in the company 
within the first 12 months of listing. Thereafter, the 
major shareholders can reduce their stake in the 
company by a maximum of 20% per annum on a 
straight-line basis. 


3. Data and methodology 


The paper examines the accuracy of earnings fore- 
casts contained in prospectuses of companies seek- 


6 The government’s aim was to increase Malays’ ownership 
in the corporate sector by allowing them to acquire a higher 
percentage of newly issued shares than other ethnic groups. 

7 The guarantee could be either in the form of a bank 
guarantee or the placement of shares by the major shareholders 
with an independent third party. 
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ing listing on the KLSE main board over the 
period January 1984 to September 1995. During 
this period there were no significant changes in 
regulation with regard to the offer of securities.’ 
The initial population was 173 [POs. Companies 
with forecasts made on a limit basis or as a range, 
as well as forecasts for which matching actual 
earnings figures were not available, are excluded 
from the analysis. The final sample comprises 124 
companies for which forecasts are stated as a sin- 
gle figure forecast (e.g. profit will be 20m Malay- 
sian Ringgits). Of the 124 [POs, 15 are privatised 
companies and 109 are private sector IPOs and 
they come from the following industries: manufac- 
turing (47), services (61), construction (10), and 
special industries (6).° 

The sample is extracted from the Investors Di- 
gest and the databank of the research department 
of the KLSE. Data for earnings forecasts, forecast 
horizon, average turnover over three years prior 
to listing, proportion of shares retained by the 
owners, company age, and auditor were collected 
from the prospectuses. Data for actual profits for 
the financial year following official listing, total as- 
sets, gearing ratio, and industry classification were 
mainly extracted from the PACAP database and 
various issues of the KLSE Annual Companies 
Handbook. End of year market values are ex- 
tracted from Datastream’s database. 

Earnings forecasts are made for the current f- 
nancial year. However, where the end of the finan- 
cial year is within three months from the date of 
submission, the forecasts must be made for the 
current and the next immediate financial year.’ 
Companies for which reported actual earnings and 
earnings forecasts are made on a different account- 
ing basis could give rise to problems with the 
measurement of forecast accuracy and also with 
the interpretation of the results (Dev and Webb, 
1972). To overcome these problems we first com- 
pare the forecast and reported profits on a before 
tax basis to eliminate the possibility of any differ- 
ences caused, for example, by changes in the tax 
rate. Then the annual accounts of the sample firms 
are examined to ensure that forecast profits are 
compared with reported actual profits on the same 
basis. For example, if the profit forecast is after 
minority interest and before extraordinary items, 
then the actual profit is also taken on this basis. 

Data on earnings forecasts made by the 
management of IPOs is significantly different from 


Š Listing requirements and procedures for initial listing 
application are given in the Companies Act (1965) and Secu- 
rities Industry Act (1983). The requirements and procedures 
were updated by the Policies and Guidelines on Issue/Offer of 
Securities from 1995 with effect from January 1996. 

2 ‘Services’ consists of trading, finance, properties and hotels. 
‘Special industries’ includes plantations, mining and trusts. 

10 From January 1996 the minimum forecast horizon has 
been six months. 
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data on earnings forecasts made by security ana- 
lysts. For example, management releases only one 
forecast whereas analysts publish revisions of their 
forecasts throughout the year. In addition, 
management forecasts are released only in special 
circumstances, such as IPOs, whereas security an- 
alysts’ forecasts are typically available for a broad 
cross-section of firms.!! Consequently, not all 
models employed in studies of the accuracy of an- 
alysts forecasts of earnings are suitable for a study 
of earnings forecasts made by management.'? The 
models applied in this study are based upon 
percentage errors and comprise: (a) forecast error, 
(b) the absolute forecast error, (c) the squared 
forecast error. These forecast errors are estimated 
as shown below: 
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ET 


A;r F,r 
LT 


AFE= x 100 (2) 








A, ~F, + N2 
sore=( 4-5) x 100 (3) 
Fir 


where 

FE = Forecast error 

A;r = Actual earnings of firm j for period T 

F+ = Forecast earnings of firm j for period T 
AFE = Absolute forecast error 

SQFE = Squared forecast error 

If the forecasts are unbiased (that is, company 
management do not systematically over or under 
predict earnings), the mean of the forecast errors 
(FE) should not be significantly different from 
zero. The mean absolute forecast error (AFE) pro- 
vides an indication of how close the forecasts were 
to actual profits in absolute terms. It is, therefore, 
an important indicator of forecast accuracy. Fi- 
nally, the squared forecast error (SQFE) gives 
more weight to large errors, and it is more appro- 
priate for an analysis of investors’ losses due to 
forecast inaccuracy (Bhaskar and Morris, 1984). 

In order to examine the patterns in forecast er- 
rors we construct the prediction realisation dia- 
gram (PRD). Forecast changes in earnings, defined 
in (5), are plotted along the vertical axis while ac- 
tual changes in earnings, defined in (6), are plotted 
along horizontal axis. Perfect forecasts 
(AF,,—AA,, = 0) would be plotted along the line 


ll For more on differences between forecasts made by . 


management and forecasts made by analysts, see Brown et al. 
(1985). 

i2 For a discussion of alternative measures of forecast 
accuracy, see Bartley and Cameron (1991). 
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that lies at a 45° angle to the horizontal axis. The 
lines form six different sections, each representing 
a different pattern in forecast errors. 


AF p= F,r PA; + (4) 


4A, r” A;r PA, + (5) 
where 

AF,, = Forecast change in earnings for firm j 
for period T 

AA,, = Actual change in earnings for firm j for 
period T 

PA,, = Prior actual earnings for firm j at the 
time the forecast is made 

A,, = Actual earnings of firm j for period T 

F r = Forecast earnings of firm j for period T 

Optimistic forecasts are found in sections 1, 2, 
and 5, (to the left of 45° angle line) while pessi- 
mistic forecasts are found in sections 3, 4, and 6 
(to the right of 45° angle line). A point lying in 
section 1 of the PRD suggests that managers suc- 
cessfully forecast an increase in earnings, but over- 
estimated the size of earnings, while those in sec- 
tion 2 imply that managers correctly predicted a 
decrease in earnings but underestimated the size of 
the decrease. For points in section 5 managers pre- 
dicted that earnings would increase when they ac- 
tually decreased. Sections 3, 4 and 6 are mirror 
images of sections 1, 2 and 5. This means that sec- 
tions 3 and 4 indicate that managers were success- 
ful in forecasting an increase and a decrease in 
earnings respectively, but were pessimistic about 
the change in the size of future earnings. Finally, 
in the case of points in section 6, managers fore- 
cast a decrease in earnings when they actually 
increased. 

The results of studies which compare the 
accuracy of mechanical forecast models and 
management’s forecasts provide some evidence as 
to whether statistical forecast models can be sur- 
rogates for management forecasts. Empirical evi- 
dence suggests that relatively simple models for 
forecasting earnings such as the naive no-change 
model and submartingale seem to be less accurate 
than management forecasts (Cameron, 1982). 
However, results for more complex models such as 
the Box Jenkins model are not conclusive (Imhoff 
and Pare, 1982; Hagerman and Ruland, 1979).! 

In this study, earnings forecasts included in pro- 
spectuses of IPOs are compared with a simple na- 
ive no change in earnings model utilising Theil’s 
Inequality Coefficient. The TIC is based on the 
difference between forecast and actual change in 
earnings and is calculated as follows.'* 


13 The results are even more difficult to interpret because of 
differetices in terms of the time period left in the financial year 
to forecast, the error measures used, and the mechanical models 
used as a benchmark (Brown et al. 1985). 

14 Theil (1966); as cited in Elton and Gruber (1995: 674—678). 
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ric = 2 Er AA, p 


(6) 
> (AA, p° 


where 

TIC = Theil’s Inequality Coefficient 

AF,, = Forecast change in earnings for firm j 
for period T 

A,r = Actual change in earnings for firm j for 
period T 

The TIC has a simple economic interpretation 
which enables a comparison with the naive no- 
change model to be made. A zero TIC value in- 
dicates a perfect forecast, while when the forecast 
change in earnings (AF;) equals zero (i.e. a fore- 
cast of no change in earnings), TIC is equal to 1. 
Thus, a TIC value of 1 implies a forecast made 
according to the naive no-change model. Values 
less than one imply managers’ ability to outper- 
form the model, while those greater than one im- 
ply their failure to outperform the naive no-change 
model. 


4. Patterns of forecast errors and 
comparison with the naive no-change 
model 


Table 2 sets out the results of the analysis of the 
three different forecast errors. The findings reveal 
that the mean forecast error made by management 
is positive and outside the + 10 percent range tol- 
erated by the Securities Commission. Out of the 
124 companies in the sample, 71 companies ex- 
ceeded their profit forecast while 53 reported earn- 
ings below those predicted in the prospectus. The 
mean forecast error is +33.37%, indicating under- 
forecasts. We test the hypothesis that the Mean FE 
is equal to zero vs. Mean is not equal to zero using 
a t-test. The reported t-values in Table 2 suggest 
that the mean FE is not significantly different from 
zero. However, the mean of AFE is significantly 
different from zero at 5% level. 

As the distribution of error metrics are not sym- 
metric (skewed to the right), the t-statistic must be 
interpreted with caution. Using non-parametric 
tests for the median, the FE 1s also not signifi- 
cantly different from zero. However, the medians 
of AFE and SQFE are significantly different from 
zero at the 1% level. 

As in most other papers on earnings forecasts, 
outliers appear in the data set. It is a common 
practice in the literature to truncate the data so 
that any observed forecast error exceeding a cer- 
tain percentage is removed from the sample. Such 
abnormal cases may be due to data error or to 
transitory factors within the companies. Mechmar 
Bestobell Berhad and Worldwide Holdings Berhad 
are two outliers with forecast errors of +4110.53 
and — 136.17% respectively. In the case of Mech- 
mar Bestobell Berhad, the extreme forecast error 
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was due to both restructuring and a merger oc- 
curring within the same year of official listing. In 
the case of Worldwide Holdings Berhad, it em- 
barked on a restructuring exercise just before the 
submission for listing. These companies are re- 
moved from the sample before examining the 
hypotheses. 

After the exclusion of the two outliers, the mean 
forecast error is +1.34%, while the relatively large 
mean absolute forecast error of +54.91% fell to 
+21%. The means of AFE and SQFE are signifi- 
cantly different from zero at the 1% significance 
level. The results for non-parametric tests also re- 
veal that both the median of the AFE and the me- 
dian of the SQFE are significantly different from 
zero at 1% level. 

Elton and Gruber (1995) and Patz (1989) point 
out that percentage errors may be distorted by 
small earnings amounts in the denominator. In 
order to overcome this problem we followed the 
method suggested by Firth and Smith (1992), and 
scaled down the three forecast errors by the total 
assets of the company after the new issue has been 
‘completed. For example, the forecast error is cal- 
culated as follows: 


Ao E 
sre =| Siny 100 (7) | 


J 


SFE = Standardised forecast error 
TA, = Value of total assets of company j following 
official listing 


The results reported in Table 3 suggest that this 
adjustment substantially reduces the error histo- 
gram range and the mean for all error measures. 
The mean standardised forecast error, the mean 
standardised absolute forecast error, and the mean 
standardised squared forecast error are 1.03, 3.75, 
and 2.74% respectively. The mean of the standar- 
dised forecast error is not significantly different 
from zero, but the mean of the standardised 
absolute forecast error is significantly different 
from zero at the 1% level. The results for non- 
parametric tests also show that the medians of the 
standardised AFE and SQFE are significantly big- 
ger than zero. 

The results for both bias and accuracy compare 
favourably with the results of studies of the 
accuracy of earnings forecasts in IPO prospectuses 
in the UK, New Zealand, Singapore, Hong Kong, 


15 Patz (1989: 269) also reports that a choice of error metric 
can influence statistical tests. Use of forecast earnings as a base 
is preferred for parametric methods ‘when the choice is to pre- 
serve the potential additional information content of internal 
measurement’. Usage of theoretically favoured actual earnings, 
as a base in error metrics, is preferred in non-parametric ana- 
lysis since the impact of outliers is normally reduced by interval 
scaling. 


WINTER 1998 


63 





Table 2 
Panel A: Descriptive statistics of forecast errors 
Mean Median Standard Highest Highest 
deviation negative positive 
o 
FE 33.37 1.20 370.63 = 136.47 4110.53 
1.34 1.15 31.39 — 99.89 97.73 
AFE 54.91 12.1 368.04 
21.00 11.38 23.29 
SQFE 1373.74 1.00 15172.45 
9.79 1.29 19.89 
71 companies reported profits above those forecast 
53 companies reported profits below those forecast 
Notes: Descriptive statistics of forecast errors without two outliers given in bold. 
Panel B 
Test method 
Parametric test Non-parametric tests 
T-Test p-value Sign test Wilcoxon test 
p-value p-value 
% 
FE (0.32) (0.13) (0.37) 
(0.64) (0.12) (0.36) 
AFE (0.05) (0.00) (0.00) 
(0.00) (0.00) (0.00) 
SQFE (0.16) (0.00) (0.00) 
(0.00) (0.60) (0.00) 


Notes: P-values for the T-test, Sign test and Wilcoxon tests, indicate the level of significance for the diference in the 
average (mean and median) error metrics from zero; For FE, test of average (mean and median=0 vs. average 
AR s. For AFE and SQFE, test of average (mean and median)=0 vs. average > 0; P-values without outliers given 
in bold. 


Panel C 
Distribution of errors 


Number of companies 
in error category 


%¿Forecast error 


— gI to — 90 
—91 to —100 
<-101 


> 100 1 

91 to 100 l 
81 to 90 2 

71 to 80 1 

61 to 70 1 

51 to 60 3 

41 to 50 l 

31 to 40 6 

21 to 30 9 

11 to 20 13 

0 to 10 33 

—] to —10 24 
=i to = 20 8 
—21 to —30 9 
—31 to —40 1 
—41 to — 50 3 
— 5] to —60 2 
—61] to —70 0 
—71 to —80 3 
0 

2 

ae 

124 
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Table 3 
Panel A: Forecast errors computed from scaling by total assets of companies 
Mean Median 
SFE (%) 1.03 0.08 
— 0.30 0.08 
SAFE (%) 3.75 1.04 
2.26 1.08 
SSQFE (%) 2.74 0.01 
0.19 0.01 


Notes: Descriptive statistics of forecast errors without 2 outliers given in bold. 


Panel B 
Parametric test 
T-test p-value 
% 
SFE (0.49) 
(0.45) 
SAFE (0.00) 
(0.00) 
SSQFE (0.14) 
(0.00) 


Standard Highest Highest 
deviation negative positive 
16.57 — 28.67 177.20 
4.39 — 28.67 13.92 
16.17 
3.78 
28.19 
0.81 
Test method 
Non-parametric tests 
Sign test Wilcoxon test 
p-value p-value 
(0.13) (0.82) 
(0.12) (0.82) 
(0.00) (0.00) 
(0.00) (0.00) 
(0.00) (0.00) 
(0.00) (0.00) 


Notes; P-values for the T-test, Sign test and Wilcoxon tests, indicate the level of significance for the difference in the 
average (mean and median) error metrics from zero; For FE, test of average (mean and median)=0 vs. average 
not=0; For AFE and SQFE, test of average (mean and median)=0 vs. >0; P-values without outliers given in bold. 


Panel C 


Distribution of errors 


% Forecast error 


> 100 
li to 15 
6 to 10 
O to 5 
“ito —5 
—6 to —10 
— LE to —15 
< — 100 


and Malaysia which is summarised in Table 1.1! 
For example, the results given in Table 2 suggest 
greater reliability than the — 92% forecast error re- 


16 A direct comparison with the results of similar studies may 
not be entirely objective because of different forecast intervals, 
and different regulatory frameworks within different economic 
environments. For example, in a country where profit forecasts 
are not mandatory, a sample of companies will be self-selected, 
whereas in a country with mandatory forecasts the sample will 
be drawn from a total population of companies (Pedwell et al., 
1994). In this study the comparison with results from previous 
studies on forecast accuracy in Malaysia, and similar studies 
for New Zealand, seems to be the most objective one (the profit 
forecasts became mandatory in Singapore in 1993), 


Number of companies 
in error category 


1 
2 
3 


65 
43 
6 


3 
l 
124 


ported by Firth and Smith (1992) for New Zea- 
land. This is an interesting result, since it is also a 


“Mandatory requirement for the management of 


IPOs in New Zealand to furnish earnings forecasts 
in their prospectuses. Our results are in agreement 
with but suggest smaller reliability than those re- 
ported by Mohamad et al. (1994) for Malaysian 
companies. The results suggest that Malaysian 
managers are, on average, unbiased and cautious 
forecasters. This can probably be explained by the 
strict regulation of IPOs in Malaysia, and the fact 
that managers are personally accountable to the 
SC for their forecasts. Another plausible explana- 
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tion is that actual earnings may not necessarily be 
independent from forecasts, in that the manage- 
ment may be able to influence reported earnings 
through both investment decisions and accounting 
procedures. 

From a regulatory point of view, the results 
look less satisfactory. As stated earlier, the fore- 
casts are mandatory and regulators tolerate devi- 
ations with a +10% range, measured by FE. 
Nevertheless, 54% of the companies in the sample 
had forecast errors outside the SC tolerance level. 
As shown in Figure 1, the vast majority of com- 
panies (109 or 89% of the sample) are located in 
sections which indicate a forecast of the correct 
direction of the change in earnings. 

Only 13 companies from the sample predicted 
the wrong direction (sections five and six). The 
most common mistake made by the companies 
with correct directional forecasts was to under- 
estimate the size of the increase in earnings (54 
companies). However, the management of 38 com- 
panies correctly forecast an increase in earnings 
but overestimated the size of the increase. Among 
those which correctly predicted a decrease in earn- 
ings, nine were over-pessimistic (section four), and 
eight companies underestimated the size of the 
decrease in earnings (section two). An interesting 
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question for a research survey is to investigate 
whether, and if so to what extent, managers have 
attempted to improve accuracy by manipulating 
reported profits. 

The average TIC value calculated for the whole 
sample, without outliers, is less than one (TIC 
=().1125), implying that, overall, managers have 
outperformed the no-change model.!’ We also cal- 
culated TIC coefficients for individual com- 
panies.'® The results show that 96 companies out 
of the 122 samples outperformed the naive 
model.!? In order to examine the robustness of the 
results we scaled AF;, and AA,, by total asset, and 
re-calculated TIC.? The average TIC value cal- 
culated for the whole sample was, again, less than 
one (TIC=0.0730) suggesting that management 
outperformed the naive model.?! This is consistent 
with the results from previous studies, which sug- 
gest that management is more accurate than rela- 


17 The result with outliers was TIC =0.1152. 

18 We used the same formula but this time for a single fore- 
cast by each company. 

'9 The result with outliers was 97 companies. 

2 We thank an anonymous referee for this suggestion. 

21 TIC value with outliers was 0.4901. The results for cal- 
culations with a single observation remained the same. 


Figure 1 
Prediction realisation diagram (’00s) 
àF AF-AA 
150000 ç 
: ° Section 1 z : . : 
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° at " ° 
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Notes: AA; y and AF; r in MR (000); AF; r= F +— PA; y= Forecast change in earnings for firm j for period T; 
AA, += A;r- PA r= Actual change in earnings for firm j for period T; PA, „= Prior actual earnings for firm j 
at the time the forecast is made; A r= Actual earnings of firm j for period T; F,.-= Forecast earnings of firm J 
for period T; Optimistic forecasts to the left of FA r~ AA; r line (segments 1, 2 and 5); Pessimistic forecasts to 
the right of FA,+— AAF; +, line (segments 3, 4 and 6); Section ] = successfully forecast an increase in earnings; 
Section 2 successfully forecast a decrease in earnings; Section 3=successfully forecast an increase in earnings; 
Section 4= successfully forecast a decrease in earnings; Section 5=forecast an increase in earnings when they 
actually decreased; Section 6=forecast a decrease in earnings when they actually increased. 
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tively simple statistical models in forecasting 
earnings. 


5. Determinants of forecasting accuracy 


In order to examine possible determinants of earn- 
ings forecast accuracy, eight hypotheses are con- 
structed with respect to the following potential de- 
terminants: companies’ size, proportion of shares 
retained by the owners, forecast horizon, com- 
panies’ operating history, companies gearing, au- 
ditors’ reputation, industrial classification, and a 
decline in actual earnings. 

There is some evidence in the literature that, in 
general, larger companies tend to have more stable 
earnings, hence there is a better chance of manage- 
ment making a more accurate earnings forecast. 
Several studies of analysts’ forecasts of earnings 
(e.g. Foster et al. (1984), Bernard and Thomas 
(1990)) report that the earnings of smaller com- 
panies are less predictable and that post- 
announcement drift varies inversely with the size 
of the company. It is also reasonable to suggest 
that larger companies can commit more resources 
to forecasting and have better access to external 
information sources (Hagerman and Ruland, 
1979). Furthermore, larger companies may have 
greater control over their market situation, and 
may enjoy some comparative economies of scale 
which make them less susceptible to economic fluc- 
tuations (Firth and Smith, 1992). Thus, to examine 
the relationship between the size of the company 
and the forecast accuracy, a negative relationship 
between size and the level of accuracy is 
hypothesised. 

Different variables have been used in the litera- 
ture to proxy the size of the company. For ex- 
ample, Firth and Smith (1992) and Mohamad et 
al. (1994) use total assets after the new issue as a 
proxy for size, whereas Mak (1994) uses total 
shareholders’ equity immediately after the issue of 
the shares. In this study we use total assets after 
the new issue, end of year market value after the 
new issue, and average turnover achieved during a 
period of three years prior to the listing, as proxies 
for size. 


HI: The larger the company the lower the forecast 
error. 


The next hypothesis relates to the proportion of 
shares retained by the existing owners of the com- 
panies. In Malaysian context the existing major 
shareholders are predominantly directors of the 
IPO companies who are personally responsible for 
the earnings forecasts accuracy. A higher percent- 
age of management share ownership (a lower 
percentage of share offered for sale) may indicate 
that the directors-owners are more confident about 
the future prospects of the company and are likely 
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to commit more resources and attach a greater im- 
portance to the earnings forecast as a signal of the 
quality of their company. This argument is con- 
sistent with the signalling role for retained own- 
ership suggested by Leland and Pyle (1977). Thus, 
a negative relationship is hypothesised between the 
proportion of shares retained and the forecast 
error. 


H2: The higher the proportion of shares retained 
by the owners, the lower the forecast error. 


Another fundamental factor that may influence 
the accuracy of management forecasts of earnings 
is the forecast horizon. Earlier research suggests a 
positive relationship between the length of the 
forecast horizon and the forecast error, Le. 
accuracy tends to improve with shorter horizons 
(Brown et al., 1985; Collins and Hopwood, 1980; 
Cooper and Taylor, 1983). However, there is no 
conclusive evidence regarding the level of associa- 
tion. For example, Dev and Webb (1972) and Mak 
(1989) report a significant positive relationship be- 
tween the forecast horizon and the forecast error 
in the UK and New Zealand respectively. In con- 
trast, Firth and Smith (1992) could not find any 
significant relationship for IPOs in New Zealand. 
Mohamad et al. (1994) and Chan et al. (1996) re- 
port that the forecast horizon (although with the 
expected positive sign) is not statistically signifi- 
cant for IPOs in Malaysia and Hong Kong, 
respectively. 

The forecast horizon is measured in terms of the 
number of months between the prospectus date 
and the end of the forecast period. Management 
forecasts with horizons of two to sixteen months 
are examined. We hypothesise a positive relation- 
ship between the forecast interval and the size of 
the forecast error, namely the longer the forecast 
period the less accurate the earnings forecast. The 
following hypothesis is tested: 


H3: The shorter the forecast horizon, the lower 
the forecast error. 


The profits of companies with a short or no 
prior operating history are likely to be more dif- 
ficult to forecast, given the fact that historical data 
are very important inputs to the process of a fore- 
cast. Even if a new company were to rely on the 
operating history of other companies in the same 
or a related industry, the available information on 
the operating history of those companies is likely 
to be a less reliable predictor of future earnings 
than one’s own operating history (Mak, 1989; 
1994). In this study, a distinction is made between 
firms in respect of their operating history, and the 
following hypothesis is tested: 
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H4: Age is negatively related to the forecast error. 


The fifth hypothesis relates to the relationship 
between the level of gearing and the degree of fore- 
cast accuracy. The widely accepted view in the 
literature is that the net profits of companies with 
a comparatively high level of debt (the interest ex- 
pense) are traditionally regarded as being more 
volatile and thus more difficult to forecast (Firth 
and Smith, 1992; Mohamad et al., 1994). Conse- 
quently, a positive relationship between gearing 
and forecast error has normally been hypothesised 
and tested (Firth and Smith, 1992; Chan et al., 
1996). 

However, in this paper we hypothesise a nega- 
tive relationship between these two variables. This 
is based on the fact that earning forecasts of IPOs 
in Malaysia are mandatory and must also be veri- 
fied by the firm’s advisers, who are domestic banks 
acting as lead underwriters.” The banks are jointly 
responsible with management for the profit fore- 
casts and pricing of IPOs.” Agency theory sug- 
gests that companies with higher gearing will have 
higher bonding and monitoring costs. It has also 
been suggested that shareholders and management 
of high geared firms are more likely to play ‘risk- 
shifting games’ at the expense of their creditors.”4 
Since banks act in the capacity of both creditors 
and advisers they are likely to scrutinise high- 
geared firms more rigorously than they do their 
lower-geared counterparts (so they can reduce 
agency cost). Thus a positive relationship between 
gearing and the level of accuracy is hypothesised. 


H5: The higher the gearing, the lower the forecast 
error. 


The Malaysian Securities Commission requires 
auditors to verify the accuracy of the forecasts and 
projections on the basis of the assumptions made. 
They are also required to confirm that the fore- 
casts and projections have been presented on a ba- 
sis consistent with the accounting policies nor- 
mally adopted by the company. 

The consensus in the literature suggests that the 
Big Six audit firms are the high quality producers 
of audits and are likely to be associated with more 
successful new issues (de Angelo, 1981). Product 
differentiation in the market for audits can be ex- 


22 During the period 1984-95, 12 Malaysian banks acted as 
lead underwriters. 

23 According to the new regulation which came into effect 
from January 1996 directors are solely responsible for the 
accuracy of earnings forecasts. 

24 The ‘risk-shifting games’ such as Refusing to Contribute 
Equity Capital, and Playing for Time when a firm is in financial 
distress, are played by managers who are (presumably) acting 
in shareholders’ interest. The games are manifestation of con- 
flicts of interest between creditors and shareholders, and 
management’s incentive to play them increases with firm 
borrowings. 
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plained within asymmetric information and agency 
theory frameworks. From agency theory perspec- 
tive, selection of high quality auditors will reduce 
high agency costs experienced by IPO firms (S1- 
munic and Stein, 1987). Alternatively, the choice 
of a high quality auditor could be viewed as a 
signalling mechanism where high quality auditors 
will be selected by firms with more favourable 
information (Titman and Trueman, 1986). Market 
segmentation for audit firms in Malaysia seems to 
follow worldwide accepted practice with regard to 
the Big Six firms. The Big Six are the largest, and 
the firms with the ‘brand name’ in Malaysia. To 
test for the relationship between auditors’ reputa- 
tion and the forecast error, a dummy variable of 
one was assigned if the audit firm was one of the 
Big Six and zero otherwise. We hypothesise a neg- 
ative relationship between audit reputation and the 
forecast error: 


H6: Forecasting accuracy improves if the 
company's auditor is a member of the Big Six. 


The empirical evidence suggests that industry 
membership is related to forecast accuracy (e.g. 
Dev and Webb (1972), Porter (1982), and Mak 
(1989) found some industry differences). It has 
been suggested that for some industries (e.g. utili- 
ties) forecasting may be easier, because their prof- 
its are likely to be less sensitive to economic cycles 
and also because they might be heavily regulated. 
However, tests of industry factors have always 
been problematic because of the lack of a good 
theoretical basis, to explain why one should expect 
different forecast accuracy, and the often rather 
crude definitions of industries. Earnings forecasts 
for Malaysian IPOs became even more important 
when the SC required IPOs in specific industries 
to provide a guarantee for their profit forecast 
with effect from January 1996. 


“The substantial shareholders and promoters 
of the Main Board applicant companies in- 
volved in construction, services or specialised 
industries and Second Board applicant com- 
panies are required to collectively opt either 
for a moratorium to be imposed on disposal 
of their shares in the applicant companies or 
to provide a profit guarantee of 90% of the 
forecast profits as stated in the prospectus 
and also 90% of the submitted annual main- 
tainable profits for the following two (2) fi- 
nancial years.’ (SC Guidance 10-19). 


It is reasonable to suggest that (prior to January 
1996) IPO companies in these industries proved to 
be less accurate in forecasting their profits than 
companies in other industries. A possible theo- 
retical base for this distinction may be that eco- 
nomic structural changes coupled with high 
growth rates in the Malaysian GDP had the 
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Table 4 
Descriptive statistics of sample companies (n = 122) 


Variable Mean 


21.08 
755.23 
74.50 
8.54 
17.16 
46.25 
441.59 
853.57 


AFE (%) 

Size (million MR) 
Insiders (%) 
Interval (months) 


Age (years) 

Gearing % 

Turnover (milion MR) 
Market value (million MR) 


Median 


11.38 
156.23 
76.06 
7.69 
14.50 
42.91 
55.64 
160.84 
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Std Dey 


23.24 
1905.46 
11.12 
4.03 
11.88 
25:26 
2,241.91 
3,271.22 


Maximum 


99.89 
14,855.10 
94.01 
18.00 
82.00 
13935 
24,024.86 
29,850.00 


Minimum 


0.20 
28.98 
38.89 

1.00 

3.00 

4.15 

3.63 

5.15 


Notes: ASSETS = total assets after the new issue; INSIDERS = percentage of new shares retained by owners; 
INTERVAL = forecast interval as the number of months between date and the year end to which the forecasts 
pertain; AGE = length of operating history; GEARING =the ratio of total debt to total assets after the issue; 
TURNOVER = average turnover for a period of three years prior to official listing; MV = end of year market value 


following official listing. 


greatest effect on profits in these industries. For 
the purpose of this study, we compare companies 
from the service sector (trading/services, finance, 
hotels and properties), construction and special 
activities (plantation, mining and trusts) with com- 
panies from other industries. In order to test this 
hypothesis, companies from these three industries 
are assigned a dummy variable of one, while com- 
panies from other industries are assigned a value 
of zero. A positive relationship between industry 
membership and the forecast error is hypothesised. 


H7: Construction, services and special activities 
companies have a higher forecast error when 
compared to companies in other industries. 


Capstaff, Paudyal, and Rees (1995) report that 
UK analysts are more inaccurate where firms 
experience a reduction in earnings than when earn- 
ings increase. It is indicated that this result may be 
related to the relationship between analysts and 
forecaster firms. In this study, we hypothesise that 
management may be less accurate in forecasting a 
decrease in earnings in IPO prospectuses. This 
may not necessarily be a consequence of poor fore- 
casting, but it could be linked to Malaysian regu- 
lation, which does not allow book building and 
requires an offer price to be stated in the prospec- 
tus. In this regulatory environment it is reasonable 
to expect that investors would use profit forecasts 
and relevant price earnings ratios in order to es- 
timate a market price for the IPO. Managers may 
be, therefore, reluctant to forecast a decline in 


earnings.~ To test this hypothesis we introduce a 


dummy variable into our regression model, taking 


25 Firth (1997; 1998) reports that the earnings forecasts play 
an important part in initial market valuations in New Zealand 
and Singapore, countries with a similar regulatory environment 
to the one in Malaysia. 





a value of one if the company experienced a neg- 
ative change in actual earnings, and zero for a 
positive change in actual earnings.” 


H8: The forecast error will be higher for the 
companies with a decline in actual earnings. 


Hypotheses one through eight are tested by the 
following multiple regression with the error metric: 


AFE=«+ p SIZE + B INSIDERS + 
B,INTERNAL + B,AGE + 8, GEARING + 
B,AUDITOR + $ INDUSTRY + 
B,EREDUCTION +ë (8) 


In the above equation, the absolute forecast er- 
ror for each company is used as the dependent 
variable. The R? and F-statistics are used to test 
whether the above mentioned variables could 
significantly explain absolute forecast errors. It is 
worth stressing that two companies with very high 
forecast errors have been omitted from the sample. 
The measures of size (SIZE), retained ownership 
(INSIDERS), forecasting interval (INTERVAL), 
age (AGE), gearing (GEARING), auditors’ repu- 
tation (AUDITOR), industry factors (INDUS- 
TRY), and reduction in actual earnings (ERED- 
UCTION), are used as explanatory variables. 
One-tailed t-test with 10% significance level is per- 
formed to identify the major factors in determin- 
ing the forecast accuracy. 

Descriptive statistics of the major variables are 
reported in Table 4. The average age of the IPO 
at the time of listing is about 17 years.” The size 
of the sample companies vary substantially. The 
biggest company with total assets amounting to 


26 We thank an anonymous referee for this suggestion. 
In the case of new companies with subsidiaries that had 
been incorporated for a long time before the IPO the age of 
the oldest subsidiary is used. 
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Malaysian Ringgits (MR) 14,855.10m is Telecom 
Malaysia, while a company with the lowest size 
(MR 28.98m) is Malpac Holdings. The market 
capitalisation of the IPO, at the end of the first 
year after listing ranged from MR 5.15m to MR 
29,850.00m (Tenaga Nasional, privatised company 
for production, transmission, and distribution of 
electricity). SC rules require [POs to disclose a 
trading history for at least three years. Average 
turnover for three years prior to listing was about 
MR 441.59m. On average, the owners of the sam- 
ple firms retained just under three quarters of their 
ownership after the initial public offers with a 
range from 38.89 to 94.01%. The sample firms had 
a mean forecast horizon of 8.54 months. The fore- 
cast horizon varied between one and 18 months.” 
The average gearing (Total Liabilities/Total As- 
sets) was 46.25% with a range of 4.15% to 
139.35%. 

The correlation matrix in Table 5 suggests that 
no multi-collinearity problem exists among the in- 
dependent variables in this study. Larger com- 
panies tend to have a lower percentage of manage- 
ment share ownership, and lower gearing ratio 
then their smaller counterparts. 

The results of the multiple regression model are 
shown tn Table 6. Regression 1 explains 17.9% of 
the variation In absolute forecast error. Coeffi- 
cients for all variables, except for auditors, have 
the expected sign. The age variable is statistically 
related to the level of forecast accuracy at 10% 
level, suggesting that a longer operating history 
tends to improve forecast accuracy. The coefficient 
for industry is positive and statistically significant 
at 5% level. This, to some extent, may explain re- 
cent changes in the regulation regarding IPO ap- 
plications from these industries. The coefficient for 
decline in earnings (dummy variable) is positive 
and significant at 1% level. This gives support to 
our hypothesis that managers may be reluctant to 
forecast a decline in earnings. 





28 Although the forecast period is required not to be less than 
three months, KIB Textiles was approved for listing with only 
a month forecast, while Tenaga Nasional (privatised company) 
provided a profit forecast with an 18 months forecast horizon. 


Table 5 
Correlation matrix of independent variables (n = 122) 


Insiders 


— 0.09022 
— 0.25845 


In Assets 


EReduction 0.07571 
In Assets 

Insiders 

Gearing 

Auditors 

Industry 

In (1+ Age) 


Gearing 


— 0.03944 
— 0.37999 
0.025963 
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Interval and gearing have expected positive 
signs, though not significant. The result for the 
forecast interval is consistent with results reported 
in Firth and Smith (1992) who explain the lack of 
a significant relationship between forecast error 
and forecast interval with a relatively short fore- 
cast interval during which new funds are more dif- 
ficult to employ.” An alternative explanation for 
a weak relationship between forecast accuracy and 
forecast intervals has been suggested by Ferris and 
Hayes (1977) who found a negative relationship 
between the length of forecast interval and forecast 
error in the UK. They argue that longer forecast 
horizons provide greater flexibility with respect to 
maintenance and capital expenditure decisions and 
this enables management to improve the accuracy 
of earnings forecasts. 

The auditor variable has an unexpected positive 
sign, but the coefficient is not statistically signif- 
cant. More reputable auditors seem not to be as- 
sociated with better predictive accuracy in Malay- 
sia. This result is consistent with the findings of 
Firth and Smith (1992), Mohamad et al. (1994), 
and Firth et al. (1995). 

The coefficient for size, measured by total assets, 
is negative but not statistically significant. This is 
consistent with the results reported by Hagerman 
and Ruland (1979), Mohamad et al. (1994), and 
Firth et al. (1995). However, our results contradict 
results reported in Ferris and Hayes (1977), Firth 
and Smith (1992), and Chan et al. (1996), who 
found that managers in larger firms tend to be less 
accurate than managers in smaller firms. The lack 
of a significant relationship in our study may be 
due to the fact that the size is measured by the 
total assets immediately after the issue. However, 
in many cases the total assets of the Malaysian 
IPOs increased significantly after the issue. This 
makes factors put forward in our hypothesis of 
perhaps limited relevance because they relate to 
the firms’ characteristics before the new issue. We 
run a regression with the natural logarithm of the 


average turnover for a period of three years prior 


29 Average forecast intervals in Firth and Smith (1992) and 
in our study are 7.23 and 8.5 months respectively. 


Interval 


— 9.7921 
— 0.15964 
0.10842 
0.09088 
— 0.00878 
— 0.11090 
0.08480 


Auditor 


— 0.21444 

— 0.13691 
0.00783 
0.113106 


Industry In (1+Age) 


— 0.05092 0.05304 
—0.16207 —0.22649 
— 0.04034 —0.05614 
—0.15777  — 0.00024 
0.02197 0.03256 
— 0.07740 
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Table 6 
Regression of absolute forecast errors testing Hypotheses 1 through 8 
Variable Regression 1 Regression 2 Regression 3 Regression 4 
Intercept 39.27 13.00 9.08 51.79 
(1.64)* (0.58) (0.40) (1.48)* 
INSIDERS — 0.045 — 0.103 — 0.073 — 0.070 
(— 0.23) (— 0.56) (— 0.40) (— 0.35) 
INTERVAL 0.287 0.051 0.051 0.266 
(0.57) (0.10) (0.37) (0.52) 
AGE — 5.669 — 4.866 — 6.436 “= 9.539 
( — 1.46)* (— 1.29) (= r) i (—1.42)* 
GEARING — 0.0054 — 0.114 — 0.085 — 0.064 
(— 0.69) (1.24) (— 0.95) (— 0.65) 
AUDITORS 0.297 — 0.337 — 0.730 0.129 
(0.07) (— 0.08) (— 0.18) (0.03) 
INDUSTRY 8.970 8.725 8.216 8.874 
(2.12)"* (212s (1.99)** (2.09)** 
EREDUCTION 20.316 18.854 20.533 20.150 
Gs (3.47)*** (3:85)*** (3.70)*** 
ASSETS — 0.536 — 1.542 
( — 0.26) (— 0.53) 
TURNOVER 2.381 
(1.64)* 
MV 2.496 
(1.78)** 
INTERACTION 0.041 
(0.49) 
R2 (%) 17.9 19.7 20.1 18.0 
Adjusted R? () 121 14.1 14.4 11.5 
F-value 3.07 (0.004) 3.47 (0.001) 3.54 (0.001) 2.74 (0.006) 
N 122 122 122 122 


Notes: 1. t-statistics for 1-tail test given in parenthesis; *** 1% significance; ** 5% significance; * 10% significance 2. 
P = values in parenthesis for F-value 
ASSETS = In (total assets after the new issue; MR millions); INSIDERS = percentage of new shares retained by 
owners; INTERVAL = forecast interval as the number of months between prospectus date and the year end to which 
the forecasts pertain; AGE=1n (1+length of prior operating history); GEARING =the ratio of total debts to total 
assets after the issue; AUDITOR =a dummy variable taking a value of one if the firm is from services, construction 
or special industries; INDUSTRY =a dummy variable taking a value of 1 if the firm is from construction, services, 
or special industries; TURNOVER = In (average turnover for a period of three years prior to official listing); 

MV = In (end of year market value after the new issue; MR millions); EREDUCTION =a dummy variable taking a 
value of 1 if the firm size experienced negative changes in earnings; INTERACTION =a product of a dummy set 
equal to one if SIZE is greater than the sample median and INSIDERS 


to the prospectus as a proxy for size (regression 
2). A higher R? is obtained, with an expected neg- 
ative sign for the auditors variable. However, turn- 
over was positive and significant at 5% level, and 
similar results were obtained with market values 
as proxies for size (regression 3). 

The coefficient corresponding to insiders has the 
expected negative sign, but it is not statistically 
significant. As suggested in the correlation matrix 


of independent variables, insiders are negatively 
correlated with assets. In order to evaluate any 
incremental effect of management share ownership 
in large firms we run regression 4 with an addi- 
tional interaction term between total assets and in- 


siders.” Reported results indicate that coefficients 


30 We are grateful to Professor Ken Peasnell for this 
suggestion. 
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for both insiders and size had the expected nega- 
tive sign but are not statistically significant. The 
interaction term is positive and not significant. 
These findings give no evidence for an incremental 
effect of management share ownership in large 


6. Conclusions 


The primary objective of this study is to examine 
the accuracy of earnings forecasts included in the 
prospectuses of Malaysian companies seeking list- 
ing on the KLSE main board. Studies on the 
accuracy of earning forecasts made by manage- 
ment in prospectuses of IPOs are very limited due 
to the lack of such forecasts in many markets. This 
could be due to the fact that making a specific 
quantitative forecast in some countries may entail 
risks that could be costly (US and Canada) and 
that forecasts are not mandatory (UK and Hong 
Kong). Malaysia is one of the few countries where 
the management of IPOs are required to disclose 
(and now in some cases to guarantee) profit fore- 
casts in their prospectuses. 

Accuracy is measured for 124 companies during 
the period 1984-95 by forecast errors, absolute 
forecast errors, squared forecast errors and stan- 
dardised forecast errors. The results suggest that, 
on average, managers under-forecast earnings by 
33.37%. A comparison with the naive no-change 
model in earnings, suggests that 96 out of 122 
companies outperform this model. Overall, man- 
agers seem to be unbiased but cautious forecasters. 
However, results of multiple regressions suggest 
that managers are reluctant to forecast a reduction 
in earnings. 

A number of plausible company specific char- 
acteristics (size, age, forecast interval, gearing, pro- 
portion of shares retained by owners, and indus- 
try) and the reputation of auditors responsible for 
the accuracy of the forecasts are tested. The results 
reveal that both the age and industry classification 
of the company are statistically significant. 

Profit forecast accuracy of prospectuses in this 
study compares favourably with the results re- 
ported in similar studies for the UK, Hong Kong, 
New Zealand, and Singapore. Of particular inter- 
est is the comparison with New Zealand, where 
there is a mandatory requirement for companies 
to furnish earnings forecasts in their prospectuses. 
Two interesting questions for further research sur- 
veys are first, to investigate whether, and if so to 
what extent, managers have taken action to im- 
prove accuracy by manipulating reported profits; 
and second, to examine the explanations that have 
been given by companies which had forecast errors 
which exceeded the +10% tolerated by the regu- 
lators and how the Securities Commission dealt 
with these cases. Given the heavily regulated pric- 
ing mechanism and the flotation boom associated 
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with extremely high reported initial premiums and 
positive long-run returns of Malaysian IPOs, a fi- 
nal interesting question for further research may 
be to investigate the relationship between bias in 
management earnings forecast and short and long 
term performances of the IPOs. 
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International harmony measures of 
accounting policy: comparative statistical 


properties 


Richard D. Morris and R. H. Parker* 


Abstract—Van der Tas’s (1988) I index and the between-country C index introduced by Archer et al. (1995) are 
competing measures of international harmony. We present comparative statistical properties of these indices, via a 
simulation study covering three accounting methods in 10 countries, with uniform, bimodal and unimodal! distri- 
butions of companies across accounting methods. The indices are also adjusted for non-disclosures using techniques 
developed by Archer and McLeay (1995) and Archer et al. (1995). The I index and the between-country C index 
are mathematically equivalent in the two-country case even in the presence of non-disclosures. As more countries 
are compared, the two indices diverge. The means and standard deviations of the I index, with a correction proposed 
by Archer and McLeay (1995), decrease and there is little skewness or kurtosis. In contrast, as more countries are 
compared, the between-country C index exhibits more stability in means, lower standard deviations, higher skewness 
and kurtosis. The between-country C index may be superior to the corrected I index because (i) between-country 
C index means approximate their ‘expected values’ (where all observations equal expected values) more closely than 
do corrected 1 index means; and (ii) between-country C index means are more stable than corrected I index means 


where the data come from stable distributions. 


1. Introduction 


Beginning with van der Tas (1988), a stream of 
literature! has examined national and international 
harmony? of accounting policies using a number 
of index measures. These measures are van der 
Tas’s H, I and C indices, and two derivatives of 
the C index—the between-country C index and the 
within-country C index——identified by Archer et al. 
(1995). The I index and the between-country C in- 


*The authors are, respectively, at the University of New 
South Wales and the University of Exeter. The financial assist- 
ance of the Institute of Chartered Accountants of Scotland 1s 
gratefully acknowledged. The authors are grateful for helpful 
comments from the editor, the referee and S. J. Gray. Corre- 
spondence should be addressed to Dr R. D. Morris, School of 
Accounting, University of New South Wales, Sydney 2052, 
Australia. E-mail richard.morris@unsw.edu.au. This paper was 
first submitted in January 1996 and finally accepted in July 
1998. 

! See for example Emenyonu and Gray (1992, 1996), Her- 
mann and Thomas (1995), Archer and McLeay (1995), Archer 
et al. (1995, 1996). 

2 According to Tay and Parker (1990: 73), harmony is a state 
indicated by a clustering of companies around one or a few 
available accounting methods, whereas harmonisation is a pro- 
cess of movement away from total diversity of accounting 
methods. For simplicity we refer only to harmony measures, 
but our conclusions apply equally to measures of harmonisa- 
tion. We cover only de facto or material harmony which refers 
to what companies actually do, rather than de jure or formal 
harmony which refers to accounting standards and similar reg- 
ulations. For measures of formal harmony, see Rahman et al. 
(1996). 


dex are measures of international harmony. Little 
is known about their statistical properties as more 
countries are compared or as the distribution of 
companies across accounting methods changes. 
We examine these properties using a simulation 
study. Techniques to adjust the C index for non- 
disclosures, suggested by Archer and McLeay 
(1995) and Archer et al. (1995), are extended to 
the I index. 


2. Background to harmony measures 


Van der Tas (1988) introduced to the accounting 
literature precise ways of measuring national and 
international harmony of accounting policies. Na- 
tional harmony is measured by the H or Herfin- 
dahl index, used in industrial concentration 
studies. H is the sum over accounting methods of 
their squared frequencies of use within a single 
country, that is: 


where H = the Herfindahl index 
k = number of alternative accounting 
methods 
p, = the relative frequency of accounting 
method i. 
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For international comparisons, van der Tas in- 
troduced the I index as an analogue of the H in- 
dex. He defined the I index as: 


k 
l= È (fi fiz- fim) 


where f, f, -fim are the relative frequencies of 
accounting method i in each of m countries and k 
is the number of alternative accounting methods. 
Van der Tas’s I index is the sum over accounting 
methods of the product of the relative frequencies 
of accounting method i in each of m countries. 

The I index tends to zero as more countries are 
compared, since additional relative frequencies will 
almost always be fractions, resulting in a skewed 
distribution for I over the range 0-1. To overcome 
this skewness, van der Tas suggested applying the 
(m-1)th root as a correction factor: 


[* = Jim) 


where I* = corrected I index 


m = number of countries. 


Archer and McLeay (1995) have criticised van 
der Tas’s formulation of the I index. They argue 
that the correction factor 1/(m-1) is not consistent 
with the I index being an analogue of the H index 
because I/(m-1) does not equal 2—the exponent in 
the H index—and is applied to the sum of cross 
products and not to individual cross products for 
each accounting method. To ensure that the I in- 
dex is an analogue of the H index, Archer and 
McLeay (1995: 4) suggest that the I index be cal- 
culated as: 


k 
T= 2. (fo. fim 


where m is the number of countries and k the num- 
ber of accounting methods as before. Archer and 
McLeay’s I index is the sum across accounting 
methods of the squared geometric means of the 
relative frequencies of accounting method 1 in each 
of m countries. In the two country case, the ex- 
ponent equals 1 and the corrected and uncorrected 
I indices are equivalent. 

Van der Tas (1988) also introduced the com- 
parability or C index as a means of dealing with 
companies using multiple accounting policies for 
the same issue (e.g. via footnote disclosures), al- 
though the index can be employed as an alterna- 
tive to the H and I indices. The C index is based 
on combinatorial mathematics and measures the 
probability that any pair of randomly selected 
companies adopts the same accounting method. It 
is the number of company pairs in which each pair 
uses the same accounting method, summed over 
accounting methods and divided by the number of 
possible pairs if all companies used the same ac- 
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counting method (Archer and McLeay, 1995: 5-6). 
Pair members can be from the same or different 
countries. Algebraically, van der Tas’s C index is: 


k 
> (x; (x; )) 
C=— 
n (n—1]) 


where x; is the number of companies using ac- 
counting method j, k the number of accounting 
methods, and n the total number of companies. 

Van der Tas showed that the H index and his C 
index were related thus (assuming no multiple 
reporting): 


— 
— 








H-1/n or B= [" E) c++ 
i — In n n 

where n is the total number of companies. As n > 
œ, C — H. The convergence occurs rapidly for 
even moderate values of n. 

When used to measure international harmony, 
van der Tas’s C index does not distinguish between 
national and international effects. To correct this 
deficiency, Archer et al. (1995) decomposed van 
der Tas’s C index into a between-country C index 
and a within-country C index, the former being 
used for measuring international harmony of ac- 
counting policies. The between-country C index is 
the number of pairs of companies using the same 
accounting method, where each pair member is 
from a different country, divided by the total num- 
ber of company pairs if all companies used the 
same accounting method but each pair member is 
from a different country. Intuitively, the between- 
country C index gives the probability that any pair 
of randomly selected companies, each from a dif- 
ferent country, uses the same accounting method. 
Using Archer et al.’s (1995) notation, the between- 
country C index is: 


i Xi+ (X. + = Ke) 


where x, is the number of companies in country i 
using accounting method j, x,, is the total number 
of companies in all countries using method j, x,, 
is the grand total of companies across countries, 
and x,, is the number of companies in country 1. 

The within-country C index is the number of 
pairs of companies using the same accounting 
method, where each pair member comes from the 
same country, divided by the sum across countries 
of the number of company pairs in each country 
if all companies used the same accounting method. 
Using Archer et al.’s (1995) notation, the within- 
country C index is: 
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2i di X; (x; — 1) 
> Xi+ (Xi4 ~ 1) 


To illustrate, Table 1 shows the I indices, with 
Archer and McLeay’s correction, and the between- 
country C indices for fixed asset valuation in three 
countries A, B and C. Samples of 50 companies 
from each country use historical cost, replacement 
cost, and net realisable value in the numbers 
shown. Historical cost and replacement cost are 
equally popular in country A, net realisable value 
predominates in country B, while the three meth- 
ods are used evenly in country C. The IJ index for 
countries A/B is low because of the non-use of net 
realisable value in country A and replacement cost 
in country B. The I indices for A/C and B/C exceed 
A/B because the three accounting methods are 
used evenly in country C and boost the I indices 
for A/C and B/C. The between-country C index 
for each two-country comparison equals its corre- 
sponding Í index, a point which will be returned 
to later. 

Archer and McLeay (1995: 5, 10-11) argue that 
the between-country C index is a more robust 
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measure of international harmony than the I in- 
dex. The I index tends to zero if one or more ac- 
counting methods have low frequencies in one 
country. In particular, the contribution of an ac- 
counting method to the I index is zero if that 
method is not used in one country, even if it 1s 
widely used in all other countries. The between- 
country C index avoids these problems. For ex- 
ample, in Table 1, the three country I index, with 
Archer and McLeay’s correction, is only 0.07, yet 
the corresponding between-country C index Is 
0.24, because (as already mentioned) net realisable 
value and replacement cost are not used in coun- 
tries A and B respectively, and hence contribute 
nothing to the I index even though these account- 
ing methods are used by 103 companies (69%) in 
the total sample. 

The between-country C index and the Archer 
and McLeay-corrected I index are competing 
measures of international harmony with the be- 
tween-country C index superior to the corrected I 
index, if Archer and McLeay’s criticisms are ac- 
cepted. Beyond simple examples like Table 1, little 
is known of the relationship between these indices 
as more countries are compared. Also little is 


Country 


Table 1 
Numerical example 
A 

Historical cost 25 
Replacement cost 25 
Net realisable value 0 
Total 50 

AIB 
Archer and McLeay I index 0-05 
Between-country C Index 0-05 


Calculations: 


Archer & McLeay I index: 


B C Total 
5 17 47 
0 16 41 
45 17? 62 
50 50 150 
BIC AIC AIBIC 
0:34 0-33 0:07 
0-34 0:33 0-24 


A/B: (25/50 x 5/50) + (25/50 x 0/50) + (0/50 x 45/45) = 0:05 


B/C: (5/50 x 17/50) + (0/50 x 16/50) + (45/50 x 17/50) = 
A/C: (25/50 x 17/50) + (25/50 x 16/50) + (0/50 x 17/50) = 


0:34 


0:33 


A/B/C: (25/50 x 5/50 x 16/50y:3+ (25/50 x 0/50 x 16/50)22 + (0/50 x 45/50 x 17/50)23 =. 0:07 


Between-country C index: 

A/B: [25(5) + 25(0) + 0(45)] / (50 x 50) = -05 
B/C: [5(17) + 0(16) + 45(17)] / (50 x 50) = -34 
AIC: [25(17) + 25(16) + 0(17)] / (50 x 50) = -33 


A/BIC: [[25(5) + 25(0) + 0(45)] + [17(25 + 5)] + [16(25 + 0)] + [17(0 + 45)]] / [(50 x 50) + (50 x 100)] = 0-24 
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Table 2 
Index Formulae 
Panel 1 

Country Country Country Country 

A B C D 
Method 1 a, b Ç: d, 
Method 2 a, b © d, 
Method 3 a, b C d, 
Total n, n, n, n; 
Panel 2 
Countries I Index with Archer and McLeay’s correction 

A/B a,b, + a,b, + a,b, 

n,n, 
AIBIC (a,b,c) + (a,b,c,)" + (a,b,c, 

(n,n,0,) 
A/BICID (a,b,c,d,)* + (a,b;c,d.)” + (a,b;c,d.)”* 
n.n,n.n 
Panel 3 
Countries between-country C index 

A/B a,b, + a,b, + a,b, 

NT, 
A/B/C a,b, + a,b, + a,b, + c,(a,tb,) + c,(a,+b,) + c,(a,+b,) 

n,n, + n(n, + n, 

A/BIC/D a,b, + a,b, + a,b, + c,(a,+b,) + c,(a,+b,) + c,(a,+b,) + 


d, (a,+b;+c,) + d(a,+b,+c,) +d,(a,+b,+c,) 
n,n, + n.(n, + n,) + n (n,+ n, + n,) 


known about the indices’ sensitivity to variations 
in the distribution of companies across accounting 
methods as more countries are compared. Accord- 
ingly, further examination of these matters is 
warranted. 

Table 2 contains an algebraic example which 
shows how the corrected I index and the between- 
country C index evolve as additional countries are 
compared. Three accounting methods are used by 
al, a2 and a3 companies in country A, by bl, b2 
and b3 companies in country B and so on for four 
countries as shown in panel 1. Applying the for- 
mulae described above and rearranging terms, the 
corrected I index and the between-country C index 
appear in panels 2 and 3 respectively. 

In the two country case, the corrected I index 
and the between-country C index are identical. 
The identity can be shown to hold for any number 
of accounting methods. For more than two coun- 
tries, the two indices diverge, but each evolves in 
a systematic pattern. Panel 2 shows that as an ad- 
ditional country D is added to the corrected I in- 


dex, the marginal change to the numerator is that 
the number of companies using method i in coun- 
try D is multiplied by the product of the number 
of companies using method i in countries A, B and 
C, while the marginal change to the denominator 
is that the number of companies in country D is 
multiplied by the product of the numbers of com- 
panies in countries A, B and C. In both numerator 
and denominator, the exponents equal two divided 
by the number of countries. 

Panel 3 shows that as an additional country D 
is added to the between-country C index, the mar- 
ginal change to the numerator is that the number 
using method 1 in country D is multiplied by the 
sum of the numbers using method i in countries 
A, B and C, while the marginal change to the 
denominator is that the total number in country 
D is multiplied by the sum of the totals in other 
countries. That is, as additional countries are 
added marginal changes to the indices involve 
products, and a change to the exponents to reflect 
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the number of countries, for the corrected I index 
and sums for the between-country C index. 


3. Simulation study 


Table 2 does not show the statistical properties of 
the two Indices as more countries are compared. 
Using a simulation study, we Investigate these 
properties. The study is designed to be similar to 
Emenyonu and Gray (1992, 1996) and Herrman 
and Thomas (1995) in sample size, number of ac- 
counting methods and number of countries. 

Samples of 50 companies were drawn from each 
of 10 countries, with 250 iterations of the selection 
process. Within each country, there are three ac- 
counting methods covering a particular accounting 
issue. Companies are assumed to be distributed 
across accounting methods in three mutually 
exclusive ways: (a) uniformly’? so that the prob- 
ability of companies choosing accounting method 
1 in country m is the same for all i and m; (b) 
bimodally so: that the probability of companies 
choosing either of two accounting methods—the 
same two In all countries—is twice that of choos- 
ing the third accounting method; (c) unimodally 
so that the probability of one accounting method 
being chosen is three times the probability of either 
of the other methods being chosen. 

In the unimodal data set, the dominant account- 
ing method alternates across countries, being the 
first in countries 1, 4,7 and 10, the second in coun- 
tries 2, 5 and 8, and the third in countries 3, 6 and 
9. For the uniform data set, there is also a fourth 
accounting ‘method’ (dealt with later) representing 
companies which do not disclose how they account 
for the particular issue. The expected value of each 
observation in the uniform data set is 50/4 or 12.5. 
For the other data sets, companies were assigned 
to accounting methods using the Poisson distri- 
bution with mean values for each dominant ac- 
counting method of 20 in the bimodal, and 30 in 
the unimodal, data set. So expected values of the 
three accounting methods are 20, 20 and 10 in the 
bimodal data set and 30 for the dominant account- 
ing method and 10 for each of the other two meth- 
ods in the unimodal data set. 

An important issue is what statistical properties 
of the corrected I index and the between-country 
C index to measure. The untform and the bimodal 


3 Tay and Parker (1990: 85) suggested the uniform distri- 
bution as a benchmark against which to judge actual practices. 
SPSS for Windows 95 was used to randomly allocate com- 
panies to accounting methods in each country. An unavoidable 
imperfection in the simulation with the uniform distribution 13 
that SPSS gives numbers for each accounting method 1 in coun- 
try m which are not whole numbers, but are correct to 14 dec- 
imal places. The problem also occurs with other packages such 
as Excel. It is unlikely that the imperfection biases our results. 
The problem does not occur with the bimodal and unimodal 
data sets. 
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data sets have stable distributions of companies 
across accounting methods while the unimodal 
data set has three different distributions, depend- 
ing on which accounting method is dominant, the 
first for countries 1, 4, 7, 10, the second for coun- 
tries 2, 5, 8 and the third for countries 3, 6, 9. 
Therefore, 1t seems reasonable to compare the 
stability of the I index and the between-country C 
index across the three data sets. Stability will be 
measured by examining changes in the means, 
standard deviations, skewness and kurtosis of each 
index as more countries are compared. Stability 
will also be examined by comparing each index’s 
mean with its ‘expected value’, which is the value 
of each index where all observations in the under- 
lying data set equal their expected values. This 
comparison is of interest because it indicates how 
extensively the obtained means have been affected 
by variability in the data sets. 


3.1. Simulation results—the I index 

Table 3, panel 1 shows the means, standard de- 
viations, skewness and kurtosis for the I index 
with Archer and McLeay’s correction where the 
underlying data are uniformly distributed. Panels 
2 and 3 show these results for the bimodal and 
unimodal data sets respectively. In each panel, the 
final row shows the index’s ‘expected value’. 

For the uniform data set in panel 1, the means 
and standard deviations for Archer and McLeay’s 
I index‘ both decline, but at a decreasing rate, as 
more countries are compared. There is no pro- 
nounced skewness or kurtosis. Similar results oc- 


cur for the bimodal data set in panel 2, except that 


4 By way of comparison, for each data set, the mean of the 
unadjusted I index declines sharply as the number of countries 
increases, the mean index for m countries being approximately 
one third of the mean index for m-l countries. The standard 
deviation also declines sharply. The distribution of the index 
becomes markedly positively skewed and leptokurtic for the 
uniform and unimodal data sets. These results demonstrate the 
tendency, noted originally by van der Tas (1988), for the un- 
corrected I index to tend to zero as more countries are com- 
pared. Like Archer and McLeay’s correction, van der Tas’s 
correction to the I index arrests the decline in the unadjusted I 
index. For the uniform data set, the mean I index with van der 
Tas’s correction declines steadily as more countries are com- 
pared from 0.329 for 2 countries to 0.287 for 10 countries, and 
the standard deviation declines. For the bimodal data set, the 
means for the van der Tas I index increase from 0.354 for 2 
countries to 0.378 for 10 countries, and the standard deviation 
declines. Neither index exhibits pronounced skewness. For the 
unimodal data set in panel 3, the means for the van der Tas I 
index fluctuate in a narrow band between 0.270 and 0.287, 
while the standard deviation declines, and there is no pro- 
nounced skewness or kurtosis. In each data set, for three or 
more countries, the mean van der Tas I index is always greater 
than the corresponding mean Archer and McLeay I index, 
which in turn is always greater than the mean unadjusted I 
index. As more countries are compared, the means of the un- 
adjusted I index converge on the ‘expected values’. In contrast, 
the van der Tas I index, like the Archer and McLeay I index, 
systematically tracks below its ‘expected value’. 
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Table 3 
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Simulation results — the I index with Archer and McLeay’s correction 


Panel I: Uniform data set 


Number of countries 


2 3 4 5 6 7 8 9 10 
mean 0-329 0-280 0-250 0:226 0-215 0-206 0:197 0-193 0-189 
s.d. 0:115 0-093 0-074 0-063 0-056 0-053 0-049 0-045 0-043 
skewness 0:097 0:379 0-241 0:296 0-223 0-301 0:283 0:235 0-229 
kurtosis ~ 0-199 0:187 0093 -—0-315 0-004 —0:054 0-041  — 0-053 0-064 
expected 0-333 0-333 0-333 0-333 0-333 0-333 0-333 0-333 0-333 
value 
Panel 2: Bimodal data set 

Number of countries 

2 3 4 5 6 7 8 9 10 
mean 0:354 0-345 0-339 0-336 0-334 0-332 0-330 0-329 0-328 
s.d. 0-033 0-029 0-026 0-024 0-023 0-021 0-020 0-019 0:019 
skewness 0-693 0-590 0-376 0162 —0103 —0384 —0633 —0383  — 0-460 
kurtosis 1-461 0-562 0-563 0:494 0:746 2:033 2:472 1:638 1:513 
expected 0-360 0-360 0-360 0-360 0-360 0-360 0-360 0-360 0-360 
value 
Panel 3: Unimodal data set 

Number of countries 

2 3 4 5 6 7 8 9 10 
mean 0:277 0:240 0-240 0-231 0-220 0-220 0-218 0:213 0-212 
s.d. 0-038 0-037 0-039 0-032 0-039 0-040 0-036 0-039 0-040 
skewness 0138 —0428 —0445 -0903 -0822 —1113 —1-174 —1079 ~1-101 
kurtosis 0-195 0-051 0-225 1-006 0.558 1-502 1:473 0-820 0-812 
expected 0-280 0-250 0-259 0-255 0-250 0-252 0-252 0-250 0-251 
value 


the index is leptokurtic for 7 or more countries. 
For the unimodal data set in panel 3, the Archer 
and McLeay I index means decline as more coun- 
tries are compared, the rate of decline increasing 
for three, six and nine country comparisons when 
the three distributions of accounting methods oc- 
cur in equal numbers. Standard deviations remain 
steady; there is negative skewness but no pro- 
nounced kurtosis. 

In panels 1 and 2, the ‘expected values’ of the 
Archer and McLeay I index are 0.333 and 0.36 
respectively for all countries. However, the ob- 
tained means fall increasingly below these 
amounts, by more than two standard deviations 
for six or more countries (panel 1) or for three or 
more countries (panel 2). In panel 3, the means 
also fall by increasing amounts below the corre- 
sponding ‘expected values’, but in each case by less 
than one standard deviation. 


3.2. Simulation results—the between-country C 
index 

Table 4 shows the means, standard deviations, 
skewness, kurtosis and ‘expected values’ of the be- 
tween-country C index for the uniform data set 
(panel 1), bimodal data set (panel 2) and unimodal. 
data set (panel 3). 

In panels 1-3, the two country columns are 
identical to the equivalent columns for the I indi- 
ces in panels 1-3 of Table 3. As more countries 
are compared, the mean between-country C index 
is stable for the uniform and bimodal data sets, 
but increases steadily for the unimodal data set. In 
all three panels, the standard deviation declines. 
As more countries are compared, the index be- 
comes increasingly positively skewed for the uni- 
form data set, and leptokurtic for the uniform and 
unimodal data sets. 
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Table 4 
Simulation results — between-country C index 


Panel 1: Uniform data set 


19 





Number of countries 
2 3 4 5 6 7 8 9 10 
mean 0-329 0-335 0-336 0-333 0-334 0-333 0-333 0-333 0-333 
s.d. 0-115 0-074 0-048 0-037 0:03 0-026 0:023 0-021 0-018 
skewness 0-097 0-904 1-048 1-027 1-018 1:131 1-311 1-457 1-559 
kurtosis 0-199 1-363 1-608 1-656 1-392 1-511 2-269 3-038 3-398 
expected 0:333 0-333 0-333 0-333 0-333 0-333 0-333 0-333 0-333 
value 
Panel 2: Bimodal data set 
Number of countries 
2 3 4 5 6 7 8 9 10 
mean 0:354 0:355 0:354 0:354 0:354 0:354 0:354 0-354 0-354 
s.d. 0-033 0-026 0-021 0-019 0:017 0-015 0-013 0-013 0:012 
skewness 0-693 0-983 0-831 0-788 0-727 0-681 0-502 0-670 0-557 
kurtosis 1-461 0-807 0-428 —0:024 -0-047 0-229 -0-236 0-328 —0-111 
expected 0-360 0-360 0-360 0-360 0-360 0-360 0-360 0-360 0-360 
value 
Panel 3: Unimodal data set 
Number of countries 
2 3 4 5 6 7 8 9 10 
mean 0-277 0-284 0-309 0-312 0-314 0-319 0-320 0-321 0-324 
s.d. 0-038 0:023 0:017 0-010 0-009 0-008 0-006 0-005 0-005 
skewness 0-138 —(0O0241 0-460 0-593 0-804 0-507 0-524 0-324 0-375 
kurtosis 0-195 —0:383 0:522 0-906 2-958 0-910 1-164 1-149 0-904 
expected 0-280 0:280 0:307 0:312 0-312 0-318 0-320 0-320 0-323 
value 


The C index mean values closely track their ‘ex- 
pected values’ in panel 1, and fall just below their 
‘expected values’, on average by 0.006 in panel 2. 
In both cases, the differences are all less than one 
standard deviation. Interestingly, the ‘expected 
values’ for the between-country C index in panels 
1 and 2 are constant for all countries and are the 
same as for the Archer and McLeay I indices in 
panels 1 and 2 of Table 3. In panel 3 of Table 4, 
the ‘expected value’ rises from 0.28 for two coun- 
tries to 0.323 for 10 countries, and the obtained 
means closely track above the “expected values’, 
again by less than one standard deviation in all 
Cases. 

The between-country C index means from the 
simulation always exceed their I index counter- 
parts for three or more country comparisons. Fig- 
ure 1 shows index means for the uniform data set. 


4. Adjusting indices for non-disclosures 


Failure to disclose the use (or non-use) of a parti- 
cular accounting method can be a confounding 
factor in studies of national or international har- 
mony. The impact of non-disclosures increases 
with their relative frequency. Archer and McLeay 
(1995) and Archer et al. (1995) suggest three alter- 
native ways to handle non-disclosures*—they can 
be omitted from all statistical analyses, treated as 


> They also state that sometimes a ‘default’ assumption may 
be made whereby non-disclosers can be assumed, from the sur- 
rounding circumstances, to use a particular method, such as 
one required by an accounting standard. In that case, non- 
disclosers can simply be added to companies disclosing that 
they do use the method. Archer et al. (1996), in their statistical 
modelling of harmonisation, also treat non-disclosures as if 
they were a separate accounting method. 
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Figure 1 
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Corrected I index and between-country C index (uniform data set) 


0.4 


0.35 
0.329 


0,335 0,336 0.333 


0.3 
0.280 


0.250 
0.25 


0.226 


0.2 


Indax value 


0.15 


0.1 


0.05 


333 0333 0. 
0.334 0.3 0.333 ae 
0.215 - 
0. 
0.197 9.493 
0.189 
6 7 8 9 10 


Number of countries 


—@— Between-country C index 


—k— Archer and McLeay ! index 


not applicable, or treated as if the item exists but 
is not disclosed. Their suggestions were made in 
the context of the C index. Treating non-disclo- 
sures as not applicable means that each non-dis- 
closing firm is comparable with all other non-dis- 
closers and with every disclosing firm for the item 
in question. The C index must be adjusted up- 
wards accordingly to give a disclosure-adjusted 
comparability index. In contrast, if the item exists 
but is not disclosed, the denominator, but not the 


numerator, of the C index is adjusted for non-dis- 
closures to give a raw comparability index. For 
any accounting issue, the disclosure-adjusted C in- 
dex will usually produce higher scores, and the raw 
C index lower scores, than the C index calculated 
by omitting non-disclosures entirely. 

Archer and McLeay (1995) define the disclo- 
sure-adjusted comparability index as: ‘Pairwise 
comparisons between companies using the same 
method and with and between (non-disclosing) 
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companies/Maximum pairwise comparisons be- 
tween all companies’. They define the raw com- 
parability index as: ‘Pairwise comparisons between 
companies using the same method/Maximum pair- 
wise comparisons between all companies’. 

We illustrate their rules with the between-coun- 
try C index,® and extend them to the I index. In 
an Appendix, we suggest a rule for adjusting the 
H index for non-disclosures and indicate its 
relationship to van der Tas’s C index. 

In the algebraic example in Table 2, let 9,,..,0 
be the non-disclosers in countries A,..,D respec. 
tively. The formulae for disclosure-adjusted and 
raw between-country C indices for 2, 3 and 4 coun- 
try comparisons appear in Table 5, panels 1 and 
2: 


4.1. Simulation results—between-country C index 
with non-disclosures 

For brevity, we restrict our simulation results 
for the non-disclosure case to the uniform data set. 
We simulated the disclosure-adjusted C index and 
the raw C index for two to 10 country compari- 
sons, using the fourth accounting ‘method’ to rep- 


6 We thank Stuart McLeay for his assistance in calculating 
the disclosure-adjusted and raw C indices and their derivatives. 
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resent non-disclosures. The results appear in Table 
6, panels 1 and 2. 

Like the unadjusted between-country C index in 
Table 4, both disclosure-adjusted and raw be- 
tween-country C indices exhibit pronounced 
stability in their mean values and declining stan- 
dard deviations as the number of countries com- 
pared increases. The disclosure-adjusted index 
tracks 0.625 and the raw index tracks 0.187, which 
are their ‘expected values’ if the number of com- 
panies choosing accounting method 1 (including 
the non-disclosers) in country m always equalled 
the expected value of 12.5. Unlike the unadjusted 
between-country C index, both disclosure-adjusted 
and raw indices exhibit little skewness and tend to 
be platykurtic. Comparing Tables 4 and 6, the 
ranking of the between-country C indices means is 
(i) disclosure-adjusted; (ii) unadjusted index; (iil) 
raw index, regardless of the number of countries 
compared. 


4.2. Disclosure-adjusted I index 

A disclosure-adjusted I index can be computed 
by modifying the formula for the unadjusted I in- 
dex. The number of non-disclosers for country m 
are added to scores for each accounting method in 
country m in the numerator of the I index, and are 





Table 5 

Between-country C index with non-disclosures: formulae 

Panel 1 

Countries Disclosure-adjusted between-country C index 

A/B a,b, + ab, + a,b, +e,n, + 0.0, + GO, 

(u, + 9,) (n,+2 

A/B/C [a,b, + a,b, + a,b, + ¢,(a,+b,) + ¢(a,+b,) + ¢,(a,;+b,) + 9,(n, + 
n.) + e, (n, + n + a (n a a n,) + 8,8, + o (e,to,)] 
[(n,+2,) (n,+@,) + (n, + Ø) (n, +g, + n, + 2,)] 

A/B/C/D [a,b, + a,b, + a,b, + c,(a,+b,) + c,(a,+b,) + ¢,(a,+b,) + 
d, (a,+b,tc,) + d.(a,+b,+c,) +d,(a,+b,+c,) + ə,(n, + n, + ny) 
+ 9,(n, + n,+ ny) + a(n, + n, + ny) + 94(n, + n,+ n) + 
D, Dy + SAD tA) T ØA tø +o.) 
[(n,+9,) tø) + (n. + a) (n, + 8, +n, + B,) + (n, + 
Ø) (n, + g, + n, + ot n, + B,)] 

Panel 2 

Countries Raw between-country C index 

AIB a,b, + a,b, + a,b, 
(n, + 9,) (n,+9,) 

A/B/C a,b, + a,b, + a,b, + cela ey + c,(a,+b,) + c,(a,t+bs) 
(ETA a EGIICS + gc) (n, +ø, + n, + @,)] 

A/B/C/D [a,b, + a,b, + a,b, + c,(a,+b,) + c,(a,+b,) + c,(a,+b;) + 


d, (a,tb,te,) + d,(a,+b;+c;) +d,(a,+b;+c,)] 
[(a,+2,) (ta) + (n, + a) (n, + e, +n, + o) + (n, + 


Da) (n, + D, + D, F @,+ n, + .)] 
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Table 6 
Between-country C index with non-disclosures (uniform 
data set) 


Panel ] 
Disclosure-adjusted between-country C index 
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Number of countries 


2 5 


0-623 0-629 
0-160 0-091 
— 0:489 0-039 
0-051 — 0-649 
0-625 0-625 


mean 
s.d. 
skewness 
kurtosis 
expected 
value 


Panel 2 
Raw between-country C index 


6 7 


0:627 0-627 
0-082 0-072 
0-068 —0-106 
-0:591 — 0-442 
0-625 0-625 


Number of countries 


5 


0:186 
0:050 
0-173 
— 0212 
0-187 


added to the total number of companies in country 
m in the denominator. It is necessary to deduct a 
correction factor for double-counting non-disclos- 
ers in the numerator, because non-disclosers are 
added to the frequencies of each accounting 
method. The severity of double-counting increases 
with the number of accounting methods. The cor- 
rection factor should reduce the numerator of the 
I index, be related to the number of accounting 
methods and the number of countries. For m 
countries, n accounting methods, the correction 
factor is —(n-1)(IIe ). The disclosure-adjusted I 
index for two countries based on Table 2, panel 1 
would be: 


(a; + pa) (bi + by) + (a; + Aa) (b; + $b) 
+ (as + Pa) (b, + $L) —2 (PaPa) 
(n, + Pa) (n, + by) 
which simplifies to: 


a,b; + a,b, + a,b, + dn, + On, + Oh, 


(n, + Pa) (n, + Pp) 


and is the same as the two country disclosure-ad- 
justed between-country C index. 

Unfortunately, for more than two countries, Ar- 
cher and McLeay’s correction cannot be made to 


6 si 


0-187 0-187 
0-042 0-038 
0-177 0:283 
0285 0235 
0-187 0-187 





the disclosure-adjusted I index,” because the pres- 
ence of the correction factor for non-disclosers in 
the numerator violates Archer and McLeay’s con- 
dition that the I index should be the sum across 
accounting methods of their squared geometric 
means of the relative frequencies of each account- 
ing method 1 across m countries. The correction 
factor is not a geometric mean. Mechanically ap- 
plying Archer and McLeay’s correction to the dis- 
closure-adjusted I index can produce index values 
greater than 1. Consequently, we do not investi- 
gate the disclosure-adjusted I index further. 


4.3. Raw I index 

By analogy with the raw between-country C in- 
dex, the raw I index for m countries is the numer- 
ator of the unadjusted I index for m countries di- 
vided by the product of the number of companies 
plus non-disclosers in each country 1, 2, ..., m. Us- 
ing the example from Table 2, the raw I index for 
2, 3 and 4 countries, with Archer and McLeay’s 
correction, is shown in Table 7. The index in the 
two country case is the same as the raw between- 
country C index. 


7 Van der Tas’s correction can be made to the disclosure- 
adjusted I index. 


WINTER 1998 


Table 7 
Raw I index with Archer and McLeay’s correction 


Countries 


Formulae 
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4.4, Simulation results—the I index with non- 
disclosures 

Table 8 shows simulation results for the raw I 
index with Archer and McLeay’s correction. The 
means and standard deviations of the raw I index 
decline as more countries are compared, and there 
is nO pronounced skewness or kurtosis. The means 
fall increasingly below the constant ‘expected 
value’ of 0.187.8 

Figure 2 shows the means for the disclosure-ad- 
justed and raw between-country C indices and the 
raw I index with Archer and McLeay’s correction. 
For two-country comparisons the two raw indices 
are equal. If more than two countries are com- 
pared, the ranking of the indices is always (1) dis- 
closure-adjusted between-country C index, (ii) raw 
between-country C index, (iH) raw between-coun- 
try I index with Archer and McLeay’s correction. 


8 In contrast, the means and standard deviations for the raw 
I indices without Archer and McLeay’s correction, converge on 
zero aS more countries are compared, and the means closely 
track their ‘expected values’. Compared to the unadjusted I 
index in footnote 4, the rate of convergence for the means is 
faster for the raw I index. The mean raw I index without Archer 
and McLeay’s correction commences from 0.182 for two coun- 
tries and the mean for m countries is about 25% of the mean 
for m-1 countries. The raw I index without Archer and Mc- 
Leay’s correction tends to be increasingly positively skewed and 
leptokurtic as more countries are compared. 


Table 8 
Simulation results: raw I index with Archer and McLeay’s correction (uniform data set) 





5. Discussion 


This paper has demonstrated some comparative 
statistical properties of the I index and the be- 
tween-country C index. In two country compari- 
sons, the I index and the between-country C index 
are always equal, even when adjustment is made 
for non-disclosures. The result holds irrespective 
of the number of accounting methods in each 
country and the underlying distribution of com- 
panies across accounting methods. 

For comparisons involving more than two coun- 
tries, the corrected I index and the between-coun- 
try C index diverge. Archer and McLeay’s (1995), 
and not van der Tas’s (1988), correction to the I 
index has been used because it is more consistent 
with van der Tas’s original idea that the I index 
should be an analogue of the H index. Our simu- 
lation results, based on uniformly, bimodally and 
unimodally distributed data sets show that the 
means of Archer and McLeay’s I index decrease 
for all data sets as more countries are compared. 
Standard deviations also fall for the uniform and 
bimodal data sets. There is pronounced skewness 
for seven or more countries with the unimodal 
data set, and pronounced kurtosis in the bimodal 
data set for seven or more countries, and in the 
unimodal data set for seven or eight countries. For 
all data sets, the index means fall increasingly be- 
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Figure 2 
Corrected I index and between-country C index with non-disclosures (uniform data set) 
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Number of countries 


—— Disclosure-adjusted between-country C index 


—<— Raw between-country C index 


—@— Archer and McLeay raw I index 


low their ‘expected values’ (where all observations 
equal their expected values). 

The means of the between-country C index 
closely approximate their “expected values’ for all 
country comparisons and usually exceed the corre- 
sponding mean I index with Archer and McLeay’s 
correction. The between-country C index’s “ex- 
pected value’ is a constant for the uniform and 
bimodal data sets and slowly rises for the unimo- 
dal data set. Standard deviations fall as the num- 


ber of countries increases. Skewness and kurtosis 
vary across data sets but tend to be greater than 
for the corrected I index as more countries are 
compared. 

For the non-disclosure case, our results are only 
for the uniform data set. Techniques of dealing 
with non-disclosures developed by Archer and 
McLeay (1995) and Archer et al. (1995) for the C 
index and its derivatives are used. Two variants of 
the between-country C index are calculated: a dis- 
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closure-adjusted version used when non-disclo- 
sures are “not applicable”; and a raw version used 
when the missing item is applicable to a firm but 
is not disclosed. Adjusting the between-country C 
index for non-disclosures tends to shift the mean 
by a constant, upwards for the disclosure-adjusted, 
and downwards for the raw, between-country C 
index. Both adjustments for non-disclosures re- 
move the skewness and kurtosis exhibited by the 
unadjusted index. The disclosure-adjusted and raw 
between-country C indices closely track their “ex- 
pected values’ which are constant for all countries. 

We propose disclosure-adjusted and raw ver- 
sions of the I index (and show in the Appendix the 
relationship between the H index and van der 
Tas’s C index with non-disclosures). Unfor- 
tunately, Archer and McLeay’s correction cannot 
be applied validly to the disclosure-adjusted I in- 
dex, except in the two-country case. For this 
reason, the between-country C index 1s preferable 
if a disclosure-adjusted index is required. Adjust- 
ing for non-disclosures in the case of the raw I 
index tends to shift its distribution downwards. 
The means of the raw J index with Archer and 
McLeay’s correction converge on zero as the num- 
ber of countries increases, and fall increasingly be- 
low a constant ‘expected value’. Standard devia- 
tions also fall and there is no marked skewness or 
kurtosis. 

As Archer and McLeay (1995) noted and our 
results demonstrate, the assumption made about 
non-disclosures can have a substantial impact on 
the resultant harmony measures, especially if the 
number of non-disclosers is large. Deciding how 
to handle non-disclosures depends on the under- 
lying facts and requires careful judgement. Using 
unadjusted indices, that is ignoring non-disclo- 
sures, would be reasonable if non-disclosures were 
relatively infrequent. If non-disclosures are ‘not 
applicable’, a dilemma can occur. Usually, the dis- 
closure-adjusted between-country C index should 
be used. However, if the number of non-disclosers 
is very much larger than the number of disclosing 
firms, non-disclosers will dominate the index, 
which then approaches 1 and may mask the fact 
that considerable variation exists among disclosing 
firms. In that case, ignoring non-disclosures may 
be preferable in order to bring out variation 
among the disclosing firms. The raw indices should 
be used if the accounting policy applies to non- 
disclosers but they have not disclosed their ac- 
counting method. 

In short, for the three data sets employed, the 
between-country C index exhibits more stability, 
either absolutely or in relation to its ‘expected val- 
ues’, than does the corrected I index, even when 
both indices are adjusted for non-disclosures. The 
stability of the between-country C index is more 
consistent with the stability in the uniform and bi- 
modal data sets, which each assigns an unchanging 
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distribution of companies to accounting methods 
across countries. The unimodal data set is less sta- 
ble than the other data sets, as the dominant ac- 
counting method changes across countries. Yet 
even here the between-country C index tracks its 
‘expected values’ more closely than does the cor- 
rected I index. Where all countries have identical 
data distributions, 1t seems counterintuitive that 
the corrected I index shows decreasing harmony 
as the number of countries increases. For these 
reasons, the between-country C index may be su- 
perior to the I index. 

An implication of the findings is that it would 
be a mistake to apply identical benchmarks to 
both indices, for example to say that ‘considerable 
harmony’ exists if the value of either index exceeds 
0.85. For the same data set, the between-country 
C index is likely to indicate a higher level of har- 
mony than the Archer and McLeay I index as the 
number of countries increases. Lower benchmarks 
should be set for the corrected I index if it is used. 


Appendix 


The H index and van der Tas’s C index with non- 
disclosures 
Let a,, a, and a, be three accounting methods in a 
country, 
n = a, + a, + a, 
@ = the number of non-disclosers 
Disclosure-adjusted H index is: 


(a, + $)“ + (ax + 0) + (as + $)” — 242 
(n + $) 
a ta +a)+d42+26n 
i (n + $) 


An adjustment must be made for double-count- 
Ing non-disclosers. In any country with n account- 
ing methods and ø non-disclosers, the correction 
for double counting in the numerator is — (n-1)9?. 

The disclosure-adjusted van der Tas C index? is: 


? The number of pairs which can be chosen from n objects 
is 0.5n(n-1). Because van der Tas’s C index is the ratio of pairs 
of comparable companies, the numerator and denominator of 
the index contains weightings of 0.5 which cancel out and for 
simplicity have been omitted earlier in the text. The cancella- 
tion cannot occur with the disclosure-adjusted van der Tas C 
index because its numerator contains a(a, + a, + a3), the num- 
ber of pairs formed between non-disclosers and all other com- 
panies, which does not require a 0.5 weighting. No 0.5 weight- 
ings are necessary with between-country C indices because of 
the condition that each pair member comes from a different 
country. 
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The relationship between the disclosure-adjusted 
H and van der Tas C indices is: 


m+ H=(@+é) Gm+é-1) C+Gü+9) 

n+o—] J 

ie | n — j rar’ 

The raw H index is 
ay? tay? tay 
(n+) 
while the raw van der Tas C index is: 
a, (a, — 1) +a,(a,— 1) + as (as — 1) 
(n+ ¢) n+@-1) 
_ aba, ta, —n 
(nt 9) @+$—1) 
The relationship between the two raw indices is: 


+ < 
u=" $ L) c+ n 


n+9 (n+ $) 


In both disclosure-adjusted and raw cases, the 
H and C indices converge as n — œ, If ø = 0, the 
relationship between H and C becomes that pro- 
posed originally by van der Tas (1988) for the un- 
adjusted case, stated earlier. 
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Book Reviews 


Financial Reporting in the Pacific Asia Region. 
Ronald Ma (ed.). World Scientific/Singapore Insti- 
tute of Management, Singapore, 1997. xvi + 503 


PP. 


The 1990s have witnessed a marked increase in the 
number of textbooks, treatises and handbooks on 
International accounting and financial reporting. 
The book under review, a recent entrant, ts a com- 
puation of essays on the culture, economy, busi- 
ness climate and financial reporting for a region 
encompassing East Asia, Southeast Asia and Aus- 
tralasia. Almost two-thirds of the volume is taken 
up by chapters on 13 countries: China, Japan, 
South Korea, Taiwan, Hong Kong, Singapore, 
Malaysia, Indonesia, the Philippines, Thailand, 
Vietnam, Australia and New Zealand. 

The volume was edited by Ronald Ma, a senior 
accounting scholar who has spent almost his entire 
career in the Pacific Asia region. He also wrote or 
co-authored four of the 19 chapters. Ma and 27 
colleagues, seven of whom hold appointments at 
Griffith University, near Brisbane, where he is an 
honorary professor, have collaborated in present- 
ing their more specialised essays against a large 
and rich canvas of Asian intellectual traditions, re- 
ligions, politics, economics and commerce, tem- 
pered by streams of Western influence on Asian 
values and society. 

Not surprisingly, China dominates the opening 
chapters on culture and the evolving commercial 
relations in the region. Chapters on the region’s 
economy and on financial reporting and standard 
setting complete the broad overview. The reader is 
continually reminded of how these environmental 
factors help explain ‘the economic growth in the 
region’. The book was written in 1995/96. Japan 
was then mired in a recession, but the rest of Asia’s 
‘economic miracle’ was in full cry. In the light of 
the pervasive economic meltdown in East and 
Southeast Asia that began in 1997, the authors 
would, I am sure, now frame their discussion dif- 
ferently. In particular, the cosiness between 
government and business and the laid-back ap- 
proach to regulation, especially of bank reporting, 
would be treated more critically. 

The country chapters are not weighed down by 
unnecessary detail, and they cover the essential 
matters that acquaint readers with the financial re- 
porting climate. In each chapter, the differences 
between national accounting standards and Inter- 
national Accounting Standards ([ASs) are effec- 
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tively portrayed, thus providing a common bench- 
mark against which to judge the adequacy of each 
countrys norms and to enable comparisons 
among countries to be made, In an earlier chapter, 
Ma presents useful synopses of the 30 IASs issued 
by the middle of 1995. 

If a revision is planned, I suggest that the 
authors of country chapters also be asked to com- 
ment on the differences brought out in the recon- 
ciliations to US GAAP of earnings and sharehold- 
ers’ equity mandated by the US Securities and 
Exchange Commission (e.g., see Weetman et al., 
1998). As at 31 December 1997, between two and 
30 companies in 10 of the 13 countries covered in 
the book were registered with the SEC, and, unless 
they use US GAAP, they must reconcile. 

I would have liked to see more discussion in the 
country chapters of the influences on national 
standards and on the process for setting standards. 
Too much of the discussion in most of the country 
chapters is at the level of surface description, with 
little attempt to explain how controversies, scan- 
dals or embarrassments, public criticism, pressures 
from overseas, and lobbying by interested parties 
(such as preparers, regulators, auditors or user 
groups) have made a mark on particular enact- 
ments, regulatory reforms or the actual standards. 
In several of the countries, the literature already 
documents such incidents, and a few interviews 
with professional leaders or regulators could have 
unearthed others. In the chapter on Australia, for 
example, the authors report that, ‘following vig- 
orous debate on SAC 4, it was agreed...to remove 
the mandatory status of all SACs’ (p. 448). A few 
sentences might have been used to explain why the 
debate over a single Statement (really a chorus of 
criticism from preparers) led to such a major re- 
versal of standard-setting policy. 

In the chapter on Japan, the authors could have 
presented vivid evidence of the impact of overseas 
pressures by explaining why, in the 1970s, Japan 
changed its policy 180 degrees from not allowing 
consolidated statements to requiring them. The dy- 
namic of how change occurs is an integral part of 
the story. 

It would also be helpful for the authors of coun- 
try chapters to comment on their country’s record 
of promoting improvement in financial reporting, 
especially the system for securing compliance with 
standards. If venturing criticism would be impoli- 
tic, then, as the author of the chapter on Australia 
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does (p. 447), they might draw attention to eval- 
uations made by others. 

The book ends with a perceptive chapter by Ma 
and two others on international harmonisation in 
the region. 

Comparisons will inevitably be made between 
this book and Financial Reporting in the West Pa- 
cific Rim, edited by T. E. Cooke and R. H. Parker 
(Routledge, 1994). The Ma book is much the bet- 
ter in bringing out the underlying cultural and ec- 
onomic variables, especially for the region as a 
whole. In the Cooke and Parker book, national 
standards were compared with IASC, UK or US 
standards, depending on the country’s policy fo- 
cus. Also, with international investors in mind, 
they included a sizeable section on taxation in each 
of the country chapters, while Ma’s book focuses 
entirely on financial reporting. Some of the chap- 
ters in Ma (e.g., on the Philippines, Australia and 
New Zealand) are not as strong as those in Cooke 
and Parker, but Ma contains chapters on three 
countries not covered in Cooke and Parker 
(China, Indonesia and Vietnam). The chapter on 
China is especially well done. It might be noted 
that the authors of six of the country chapters in 
Ma acknowledge the corresponding chapters in 
Cooke and Parker in their references. 

I have no doubt that this book will succeed in 
acquainting students and other interested readers 
with the content and climate of financial reporting 
in Pacific Asia. The broad overview chapters are 
nicely knitted in to each other and to most of the 
country chapters. The prose is conversational and 
not pedantic. Many tables and charts serve as ef- 
fective complements to the narrative, and the level 
of factual accuracy is high. The absence of an in- 
dex is unfortunate. 
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Rice University Stephen A. Zeff 


Keeping the Legacy Alive. Robert Mednick. Ander- 
sen Worldwide, Chicago, 1998, xiv + 164 pp. 


Robert Mednick has been a major influence on 
auditing and professional developments during the 
past 20 years. His position in Andersens, latterly 
as managing partner of professional and regula- 
tory matters, and his influence within the AICPA 
where he was chairman during 1996/97, have en- 
abled him to pursue his vision of the profession’s 
future. Keeping the Legacy Alive is a compendium 
of Mednick’s 19 published articles and papers in 
chronological order. They provide an impressive 
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testimony to his clear-sighted vision, persuasive ar- 
gument and willingness to engage and organise in 
the pursuit of his ideas. I commend this publi- 
cation to anyone who wants to understand and to 
appreciate the origins of today’s ‘audit/profes- 
sional agenda’, and the direction which is currently 
being taken by the profession worldwide. Only in 
relation to the organisation of the AICPA can the 
issues addressed be said to have a narrower US 
focus. 

All of the papers are interesting and well writ- 
ten, but for an overview of professional issues I 
particularly enjoyed the one co-authored with 
academic Gary Previts and entitled “The Scope of 
CPA Services: A View of the Future from the 
Perspective of a Century of Progress’. This paper, 
written in 1987, argues (p. 62) that the CPA firm 
needs to be perceived as an integrated firm of in- 
dependent information professionals and that to 
this end there must be continued emphasis on in- 
dependence as the cornerstone of the profession, 
demonstration of the synergy between attest and 
non-attest services, organisation of practice units 
across functional lines and a change in the edu- 


-cation and testing of future CPAs. In significant 


part as a consequence of Mednick’s awareness and 
influence, this agenda has subsequently been pur- 
sued by the professional firms and by the 
profession. 

Mednick returns to many of these themes in his 
foreword, where he draws out from his writings 
five specific priorities for change. They are 1) ex- 
pansion of the traditional audit function into new 
attest and assurance services; 2) reform of account- 
ants’ legal liability; 3) development of a new ap- 
proach to establishing standards of auditor inde- 
pendence; 4) updating the licensure and regulation 
of the profession for twenty-first century practice 
and 5) transformation of today’s CPA into the 
premier information professional of the twenty- 
first century. Each of these has been pioneered by 
Mednick and each has emerged as a fundamentally 
important issue. 

Keeping the Legacy Alive has been published to 
mark Mednick’s retirement from his firm. For 
those who inherit the legacy of professional lead- 
ership it is surely the transformation of the CPA 
into the premier information professional of the 
next century which demands the greatest attention. 
With reference to the information revolution, 
Mednick argues (p. 150) that ‘the explosion of af- 
fordable information has placed a premium on 
professionals who can guide managers and others 
through the bewildering array of available data to 
find what they need to obtain and maintain a com- 
petitive advantage’. In other words, it is the ability 
of the accounting professional to assist and un- 
derstand the client organisation’s learning and 
knowledge processes which is key to the profes- 
sion’s future. A deeper understanding of the role 
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of accounting and control in these processes rep- 
resents a considerable challenge for the profession, 
and in my personal view is of more fundamental 
relevance than the broad sweep expansion of as- 
surance services, which provides the focus for the 
AICPA’s Special Committee on Assurance Serv- 
ices, and which has of course been another of 
Mednick’s favoured themes. Mednick sees changes 
in the US liability regime away from joint and sev- 
eral hability (changes for which he campaigned 
vigorously), as necessary to allow the auditor to 
extend assurance services and to close the expec- 
tation gap. It will be most interesting to observe 
from hereon the extent to which liability reform 
fosters an extension of attestation in the public 
interest. 

Mednick explains that he owes much to working 
with the strategic thinkers and giants of the ac- 
counting profession most of whom, like Mednick 
himself, have now retired. Who will accept the leg- 
acy of professional thought leadership? Is the 
profession still capable of producing strategic 
thinkers of Mednick’s quality, articulation and in- 
fluence? If not, why not? The editor of Emerson 
Professional Services Review, in eloquently profil- 
ing Mednick, argues (p. 161) that such men have 
always been in short supply. He states that ‘I have 
learned that the combination of technical exper- 
tise, an intuitive sense of market forces, an under- 
standing of public responsibility, a natural ability 
to think outside the box, and common sense are 
very rare qualities among professionals. From the 
more than 300,000 “Big 6” professionals world- 
wide, I estimate less than 10 combine these traits. 
And Bob Mednick is among the leaders of this 
very select group....... We must aim to produce 
rather more than 10! Indeed, ideally, are these the 
characteristics which should be exhibited by all the 
independent information professionals of Med- 
nick’s vision? 


University of Edinburgh David Hatherly 


Voluntary annual report disclosure by listed Dutch 
companies, 1945-1983. Kees Camfferman. Garland 
Publishing (Taylor & Francis). New York and 
London, 1997. ix + 360pp. £59. 


Gerhard Mueller (1972) commented in the 1950s 
that financial reporting and disclosure in Europe 
were poor, particularly when compared to the 
openness in the US as a result of the Securities 
Acts in the 1930s. Events changed in the 1960s in 
Germany, France, the Nordic companies and the 
UK followed by change in the Netherlands, Spain 
and Italy in the 1970s. The underlying change was 
one of increased disclosure resulting primarily 
from changes in capital markets and the need to 
provide information for investors and the general 
public. An ancillary factor was the inability to 
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agree on methods of income determination and 
valuation which promoted the need for disclosure. 

For the Netherlands, encouragement was given 
to voluntary disclosure in the context of a line of 
development based on business economics. Before 
legislation in the 1970s, the country was regarded 
as being progressive and innovative in financial re- 
porting (Scott, 1968) and it 1s in this context that 
the author focuses on the actual extent of volun- 
tary disclosure in post-war Netherlands. Having 
identified the research question, a discussion of the 
concept of voluntary disclosure is undertaken 
which is defined as being ‘non-mandatory disclo- 
sure’ in annual reports. The empirical work is 
based on a sample of about 30% of companies 
listed on the Amsterdam Stock Exchange over the 
period 1945 to 1983, 1984 being the year of im- 
plementation of the EU Fourth Directive. 

The longitudinal study considers 30 different 
disclosure elements with three key areas. First, at 
the national level, consideration is given to the 
development of financial reporting. Secondly, 
questions are raised concerning voluntary disclo- 
sure and association with different company char- 
acteristics. At the individual disclosure level, ques- 
tions are raised relating to the characteristics of the 
process of introduction and dissemination. 

Chapter two considers a variety of theoretical 
views on voluntary disclosure, particularly in re- 
lation to economics-based models of disclosure be- 
haviour. The author considers signalling theory, 
arguing that firms with higher than average disclo- 
sure will have an incentive to disclose, thereby trig- 
gering a cascade-effect. From an agency perspec- 
tive, disclosures assist monitoring but do not assist 
investment decision-making. The author indicates 
that the conclusions of such theories are consistent 
with the professional literature on disclosing, de- 
spite the fact that the theories ignore a number of 
factors that shape financial reporting. One such 
factor is that disclosure decisions are often made 
by groups rather than individuals. Thus, economic 
theories on disclosure are incomplete. 

The following chapter considers voluntary fi- 
nancial reporting specifically in the Netherlands, 
and traces the rise and fall of financial reporting 
in terms of the “Dutch systems’ of financial re- 
porting and reporting regulation. Dutch company 
law changed in response to the same forces or in- 
fluences that motivated change in Germany and 
the UK, Le. wider corporate accountability. How- 
ever, corporate accountability in the Netherlands 
developed outside a legal regulatory framework, in 
contrast to that in Germany and the UK. For ex- 
ample, the 1928/29 Dutch Commercial Code revi- 
sion left the contents of financial statements rela- 
tively unregulated, and it was not until the 
introduction of the Fourth Directive in 1988 that 
flexibility was significantly reduced. 
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Lack of accounting regulation in the Nether- 
lands did not leave a huge vacuum since account- 
ability was largely determined by the interaction 
between auditors and company managers. The lat- 
ter proved willing to innovate, and improvements 
in disclosure over time resulted from voluntary 
action. 

Chapter 4 provides a literature review of the 
main approaches to empirical disclosure research. 
Many of the key articles are recognised but the 
chapter is not comprehensive. In addition, the 
framework of analysis is considered and a rela- 
tively novel approach of “diffusion of innovation’ 
is considered, a process advanced by Rogers 
(1983). Accounting and Business Research pub- 
lished an article by Comiskey and Groves in 1972 
which placed developments in research and 
development in the context of a diffusion process. 
Rogers (1983) defines the diffusion process as one 
in which an innovation is communicated through 
certain channels over time among members of a 
social system. In the context of disclosure, diffu- 
sion results from numerous individual adoption 
decisions, and the process is applied by Dr Camff- 
erman to the change in disclosure in the Nether- 
lands since the Second World War. In subsequent 
chapters, consideration is given to adopter char- 
acteristics, to the relationship between company 
characteristics and propensity to disclose, and then 
to the historical background of disclosure develop- 
ment in the Netherlands. 

In terms of association between firm-specific fac- 
tors and the extent of disclosure, size was again 
found to be the most important explanatory van- 
able. This result was established based on a mul- 
tiple regression model using step-wise—although 
some reviewers would argue that such an approach 
is unsound, arguing that its use demonstrates ten- 
uous theoretical relationships that are assessed 
based on a ‘fishing expedition’. Further, that the 
whole period (sub-periods are also considered) is 
considered without time as a dummy variable, im- 
plicitly assuming independence of disclosure over 
time when in reality disclosure is somewhat ritu- 
alised. In addition, based on an analysis of sub- 
periods, it appears that size becomes increasingly 
more important over time and dominates other 
explanatory variables. A further finding is that 
failing companies disclose significantly less 
information. 

Another noticeable characteristic of the 1940s 
and 1950s is that additional disclosures appear be- 
fore share issues, although this variable loses 
significance after 1970, mainly because of a lack 
of share issues. The research also establishes that 
newly listed companies model their disclosure on 
the average for the year in which they are listed, 
i.e. neither leaders nor laggards. Industry was not 
found to be significant, although trading com- 
panies did disclose less than manufacturing firms. 
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The lack of significance may have been because the 
data had too many industries with too few 
companies. 

The longitudinal study found that the 1970 Act 
on Annual Financial Statements was a significant 
influence on disclosure, with 1971 showing rapid 
response by increased disclosure. Anticipation of 
the implementation of the Act was very modest, 


. whereas the reaction was dramatic. However, com- 


panies did change their disclosure practices regu- 
larly over the period from the Second World War 
to 1970. The 1970 Act codified a number of prac- 
tices, including consolidations, and spurred further 
voluntary disclosures such as employee numbers, 
earnings per share, and geographical segmentation 
of operating income. 

Additionally, large multinationals were usually 
at the forefront of disclosure although some do- 
mestic companies had comparable disclosure. This 
lends support to a notion, introduced in my 1989 
paper (Cooke, 1989) on levels of disclosure in Swe- 
den, that multinationals may establish a level of 
disclosure that is mimicked by domestic com- 
panies, Le. a bandwagon effect. Thus, certain ele- 
ments of accountability of domestic companies are 
improved through the existence of indigenous 
companies that become multinationals. For ex- 
ample, Dr Camfferman believes that the listing of 
Koninklijke Petroleum led to the introduction of 
EPS disclosures in the Netherlands. 

The final chapter provides a summary and dis- 
cussion as well as a consideration of the limitations 
of the research, and further suggestions. Limita- 
tions include a focus on listed companies, the se- 
lection of disclosure items, as well as measurement 
and analysis. As far as measurement and analysis 
is concerned, the main focus is univariate which is 
recognised as a problem because of disclosure in- 
teraction effects. Despite the limitations recognised 
by the author, this doctoral thesis contributes 
significantly to the disclosure literature and helps 
us understand developments in the Netherlands 
and the important change from voluntary to in- 
creased mandatory disclosures. The change results 
from important developments in international cap- 
ital markets as well as changes introduced by the 
EU. 
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Aspects of the economic implications of accounting. 
G. H. Lawson. New York/London: Garland Pub- 
lishing Inc., xvii + 367 pp. 


This book represents the latest contribution by 
Gerry Lawson to an important research theme 
developed by the author over many years. The 
book contains both discussion of and empirical 
applications of the distinctive approach to finan- 
cial reporting and financial analysis which has be- 
come his hallmark. This review focuses on Law- 
son’s discussion of the conceptual merits of his 
system of cash flow/market value (CF-MV here- 
after) accounting and its general relation to cur- 
rent capital market research in accounting with the 
aim of placing his work in a broader context and 
considering its implications for accounting re- 
search and policy. While I will make some refer- 
ence to some of the general findings of the exten- 
sive empirical analysis of post-war US corporate 
performance contained in the book, there 1s much 
detailed analysis which cannot begin to be sum- 
marised in this brief review. 

The early part of the book discusses in some 
detail conceptual arguments for the superiority of 
the CF-MV system of accounting (based on a cap- 
ital market measure of income represented by the 
sum of entity cash flow and the change in entity 
market value) over the historic cost system of re- 
porting. While many readers would find his argu- 
ments regarding the conceptual superiority of CF- 
MV financial performance measurement highly 
persuasive, many might be less convinced that 
such superiority merits a shift in financial report- 
ing towards the CF-MV system. Indeed, the wide- 
spread acceptance of security returns and prices as 
benchmarks for assessing historic cost accounting 
data in market-based accounting research implies 
general acceptance of the importance of capital 
market measures of financial performance. 

My view is that Lawson’s support for a move 
towards CF-MV accounting is correct but that his 
justification for such a development, based on his 
CF-MYV system’s superior compliance with ac- 
counting recognition criteria and its greater rep- 
resentational faithfulness, needs to be augmented 
with persuasive arguments that it would lead to 
improved information flows and communication 
between management and investors—and hence 
improved economic decision-making and resource 
allocation. 

The core of the book applies the now familiar 
tools of his CF-MV system to aggregate and 
individual US company data, focusing on changes 
in key financial variables over time. Lawson’s 
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analysis focuses in particular on (i) comparison of 
historical cost income-based financial ratios with 
corresponding ratios based on the entity cash flow 
concept and (ii) comparison of CF-MV economic 
performance with historic cost income 
performance. 

The former empirical evidence highlights the 
widespread tendency for pre-tax historic cost en- 
tity income to exceed pre-tax entity cash flow, a 
finding consistent with capital expenditure in ex- 
cess of accounting depreciation and increasing 
working capital investment resulting from long- 
run economic growth. Lawson’s analysis is inter- 
esting in indicating the potential financing prob- 
lems that might arise when taxation and dividend 
distribution decisions are based on accrual figures, 
and he provides a strong case for using entity cash 
flow as the basis for interest and dividend cover 
ratios for risk analysis purposes. 

However, while I can accept Lawson’s view that 
large-scale debt financing associated with low post- 
tax entity cash flow interest and dividend cover 
may be relevant for risk analysis, it can also be 
reasonably argued that in many such cases the new 
debt is financing a portion of current capital ex- 
penditure with positive future cash flow generating 
potential and that the interpretation of such debt 
as financing taxation, interest and dividend cash 
outflows is not entirely appropriate. The inter- 
pretation of Lawson’s cash flow ratios ts therefore 
not without its difficulties and may be improved 
in conjunction with the use of accrual-based ratios 
and current value information (including capital 
market security values as indeed suggested by 
Lawson’s broader CF-MV approach). 

The second major aspect of his empirical ana- 
lysis provides some interesting results on the 
relationship between entity historic cost earnings 
and entity market returns. Given that the author 
presents this analysis without reference to previous 
capital market research in accounting, I also offer 
some comments on this link here. To summarise 
briefly; the results indicate much greater intertem- 
poral variation in entity market returns than entity 
(historic cost) ROI, highlighting both the greater 
variability of cash flows over accrual flows and the 
impact of changing expectations on market re- 
turns. In addition, the evidence provides support 
for a statistically significant contemporaneous 
association between entity market returns and 
ROI over time (and some evidence that entity re- 
turns both lead and lag ROD. An interesting fea- 
ture of Lawson’s empirical analysis here is that it 
has close similarities to much capital market re- 
search on the information content of historic cost 
earnings, with the notable difference that he uses 
an entity measure rather than a shareholder 
measure of market returns (and the methodologi- 
cal difference that he carries out time-series as op- 
posed to cross-section analysis of the relationship 
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between returns and accounting earnings). But m 
relation to the interpretation of the empirical find- 
ings he differs substantially from many other cap- 
ital researchers, the Lawson perspective emphas- 
ising the lack of a ‘strong’ association between 


entity market returns and entity accounting earn- 


ings (and, more generally, differences between the 
statistical properties of market returns and ac- 
counting earnings) rather than the existence of a 
statistically significant positive association between 
returns and accounting earnings. Although such 
interpretative issues are not easily resolved, Law- 
son’s perspective raises legitimate concerns in re- 
lation to the policy implications of market-based 


research for the future direction of financial 


reporting. 
In conclusion, I found this book an interesting 
further contribution to the CF-MV framework 
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which Gerry Lawson has developed over the years. 
It raises many interesting issues and provides a de- 
tailed analysis of the data. While there are aspects 
of his analysis which I feel require further develop- 
ment and clarification—for example, discussion at 
the beginning of the book appears to view CF-MV 
accounting as an addition to accrual accounting, 
while later discussion talks of abandoning accrual 
measures—the book provides useful further sup- 
port for the view that existing financial reporting 
arrangements for investors can be substantially 
improved through the incorporation of CF-MV 
data. This is an important issue which the author 
has done a great deal to address in this and other 
studies, and which deserves greater attention from 
accounting researchers and policy-makers. 
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The market reaction to auditor resignations 
John Dunn, David Hillier and Andrew P. Marshall* 


Abstract—Under UK company law, external auditors who resign must warn shareholders and creditors of any 
matter that ought to be brought to their attention. Auditor resignations and the subsequent change in auditor are 
informative corporate events. Resignation from office is likely to be a costly signal for the audit firm, particularly 
when the client is a quoted company. Our analysis of daily data suggests that there is a negative reaction to the 
auditor resignation on the date of the resignation letter, even though very few auditors indicate there were problems 
of which the shareholders and creditors should be made aware. This provides backing for the statutory rules on 
disclosure of the auditor resignation. We also find that the extent of the market reaction on the day of the resignation 


is related to the size of the resigning audit firm. 


1. Introduction 


Auditor change, including resignations, removals 
and the selection of a new auditor, has been the 
focus of attention of academics, practitioners and 
regulators for a number of years. It is an impor- 
tant corporate event dealing with the fundamental 
relationships between an auditor and management 
and an auditor and shareholders. These relation- 
ships are linked to questions on the independence 
of the auditor and the auditor’s legal responsibil- 
ities to shareholders. 

Previous studies, based on US data, have con- 
sidered factors that influence auditor changes,! the 
selection process of a new auditor? and the market 


*The authors are at the Department of Accounting and Fi- 
nance, University of Strathclyde. They gratefully thank the 
ICAEW for its financial assistance in collecting the data, par- 
ticipants at the British Accounting Association Conference, 
Cardiff, February 1996, the editor Ken Peasnell and two anon- 
ymous referees for their very useful comments on earlier ver- 
sions of this paper. Correspondence should be addressed to 
Andrew Marshall, Department of Accounting and Finance, 
University of Strathclyde, 100 Cathedral Street, Glasgow, Scot- 
land G4 OLN. e-mail: a.marshall@strath.ac.uk The final ver- 
sion of this paper was accepted in September 1998. 

The following reasons have been suggested as motivations 
for companies to change auditors; changes in company 
management (Burton and Roberts 1967), the need for a pres- 
tigious auditor when issuing securities or in an attempt to cor- 
rect a poor image of the company caused by poor performance 
(Carpenter and Strawser 197] and Schwartz and Menon 1985), 
disagreements over financial reporting procedures (Chow and 
Rice 1982), the need for additional or more effective service 
(Titman and Trueman 1986) and the reduction of audit fees 
(Simon and Francis 1988). See Williams (1988) for a fuller 
discussion. 

2 Eichenseher and Shields (1983) found that the two most 
important factors in auditor selection are auditor fees and the 
auditor’s responsiveness to company needs. Auditors who fa- 
voured an accounting method consistent with the manage- 
ment’s favoured method were found to be popular in De- 
Angelo’s (1982) study of the oil and gas industry. 


reaction to the announcement of an auditor 
change.’ There has been some recent UK evidence 
on auditor choice by Beattie and Fearnley (1995).4 
This paper is intended to provide evidence on the 
information content of auditor resignations by ex- 
amining the market reaction to auditor-instigated 
changes, an area of interest to both regulators and 
practitioners. We also consider possible factors 
suggested by the auditing literature and by studies 
of audit methodology which might explain differ- 
ential market reactions. Its contribution is facili- 
tated by a unique database that allows us to focus 
on the specific event of auditor resignation, rather 
than dealing with all auditor changes, some of 
which are initiated by the client and some by the 
auditors. We feel that the market reaction to vol- 
untary and involuntary changes may be different 
and have distinct implications for regulators. UK 
legislation makes it possible for an auditor and cli- 
ent to part company by mutual consent and with 
minimal disruption by appointing another firm at 
the annual general meeting. A resignation might, 
therefore, indicate a serious breakdown in the 
relationship between the auditor and management 
and this could prove unsettling for the market. 
We anticipate that the market would view the 
resignation of an auditor negatively because it is 
costly for an auditor to resign without some com- 
pelling reason. If an audit firm resigns from office 
then it will forego the discounted value of the fu- 


3 See for example, Fried and Schiff (1981), Nichols and 
Smith (1983), Smith (1988), Eichenseher et al. (1989), Johnson 
and Lys (1990), Klock (1994) and Davidson and Gribbin 
(1995). Further information on the findings of these papers is 
given in Section 3. 

4 Beattie and Fearnley (1995) surveyed 210 UK listed com- 
panies on the reasons for auditor changes. They found that the 
four most popular reasons were reputation and quality, ac- 
ceptability to third parties, value for money and ability to pro- 
vide non-audit service. 
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ture audit fees (net of costs) and possibly fees from 
other services provided to the company. The au- 
ditor is only likely to sacrifice these revenues be- 
cause of concerns about being associated with the 
company. These could be professional concerns, 
such as doubts about the quality of the accounting 
information which management plans to publish, 
or commercial concerns, such as the risk of loss of 
reputation through being associated with a failing 
company (or in come cases the possibility of 
litigation). 

It is also costly if directors decide to remove au- 
ditors. It is difficult to measure the costs to the 
company of an auditor resignation. However, 
there could be an increase in the audit fee charged 
by the new auditor, and there is the undoubted 
cost in terms of time and effort involved in finding 
a replacement auditor. The selection and initial 
briefing of a new firm is likely to be time-consum- 
ing for the board and is unlikely to be taken 
lightly. The new auditor will also have to incur 
significant initial costs in order to plan its first au- 
dit and to document systems and controls, al- 
though these costs may not be passed on immedi- 
ately to the client company if the auditor views 
them as an investment in order to obtain the 
assignment.’ 

Despite these costs, companies do remove their 
auditors. An auditor may pre-empt their removal 
from office by resigning. The auditor could, for 
example, face dismissal and might resign in order 
to save face and protect its reputation. It is, how- 
ever, reasonable to suggest that situations in which 
the auditor could be “forced? to resign will be due 
to a problem with either the company or with the 
audit firm. Problems with the company could in- 
clude a severe breakdown in the relationship with 
the directors or an inherent risk arising from the 
company’s operations, such as doubts about its 
going concern status. In such a case the resigna- 
tion would still indicate a serious problem with the 
company’s financial statements or its underlying 
commercial position. Even where management in- 
stigates a resignation, it is still a costly signal for 
both sides and is likely to be taken seriously. 

Another possibility is that the auditor is to be 
removed from office because of some dissatisfac- 
tion with the quality or cost of the work being 
done. It is, however, unlikely that the company 
would permit its reputation to be tarnished by an 
auditor who resigned in order to avoid dismissal 
under these circumstances. The directors would 
have an incentive to ensure that the markets were 
made aware of the reasons for the auditor’s de- 


> DeAngelo (1981) argues that the cost of an auditor change 
must be material because of the low rate of change. 

© The markets would probably be indifferent to the fact that 
the auditor’s resignation had been a response to management’s 
intentions. 
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parture. While this latter type of resignation can- 
not be distinguished in our sample, we consider 
that competition between audit firms will limit the 
extent to which they are liable to dismissal for in- 
efficiency. This is particularly true with respect to 
firms large enough to act for listed companies. We 
do not, therefore, believe that our sample, which 
is confined to listed companies, will have been 
significantly biased in this way. It is also worth 
noting that none of the resignations in our sample 
came on the date of a company general meeting 
or in the month following. There is, therefore, no 
strong reason to believe that any of these resig- 
nations were tendered at the shareholders’ request. 

The Companies Act 1985 requires an auditor 
who ceases to hold office for any reason to warn 
shareholders and creditors of any matters con- 
nected with the resignation which ought to be 
brought to their attention.’ This legislation is a 
significant component of the statutory provisions 
governing auditor independence and communi- 
cation between auditors and the users of financial 
statements. Therefore, this study will consider the 
current effectiveness of the legislation in providing 
information to users and the market on the cir- 
cumstances surrounding the resignation. 

The evidence indicates that the market views the 
resignation negatively and that it responds on the 
day of the resignation. We also carry out an ana- 
lysis of the share price movements on the day of 
the resignation. In this analysis we consider the 
size of the resigning audit firm, whether the pre- 
vious audit report was qualified and accounting 
measures of audit risk, financial risk and growth. 
We find that the only significant element on the 
day of the resignations is the size of the resigning 
audit firm. 

The remainder of the paper is organised as fol- 
lows. Section 2 outlines the regulations that govern 
auditor resignations in the UK. Section 3 sum- 
marises the prior literature. Sections 4, 5 and 6 
deal with the sample, research method and key 
findings respectively. Section 7 describes the find- 
ings of an analysis of the factors influencing the 
key findings. Section 8 summarises our 
conclusions. 


2. UK legislation governing auditor 
resignations 


UK company law requires that an auditor who 
ceases to hold office for any reason must deposit 


7 Despite the statutory duty of auditors to warn shareholders 
and creditors very few such warnings are attached to resigna- 
tion letters. Dunn et al. (1994) found only 2.5% of resignation 
letters contained any information to be brought to the attention 
of shareholders and creditors (from a sample of 792 resignation 
letters). As far as the authors are aware, there have never been 
any prosecutions following on from a failure to make some 
issue public. 
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at the company’s registered office a statement of 
any circumstances relating to the resignation 
which should be brought to the attention of the 
members or creditors of the company (Section 394 
of the Companies Act 1985).8 If there are no such 
circumstances then it 1s necessary to deposit a 
statement to this effect. If the statement by the 
auditor describes circumstances that should be 
communicated to shareholders or creditors, then 
the company must normally send a copy within 14 
days of receipt to everyone who is entitled to re- 
ceive a copy of the annual report. The company 
can only be excused from circularising such a 
statement by application to the court on the 
grounds that the auditor is attempting to secure 
needless publicity for a defamatory matter. 
Regardless of whether the statement contains any 
matters requiring the attention of shareholders and 
creditors, the auditor is required to deposit a copy 
of the letter with the Registrar of Companies. The 
letter then becomes available for inspection on re- 
quest. Any failure by the auditor to comply with 
these provisions is a criminal offence, punishable 
by a fine. 

Perhaps, surprisingly, given the detailed nature 
of these regulations and the sanctions for non- 
compliance, the Companies Act does not provide 
any guidance as to the nature of matters that 
ought to be reported. Also, despite the potential 
importance of this information, there is no formal 
mechanism, apart from the filing of the latter at 
Companies House, for publicising the resignation.’ 
For example, the London Stock Exchange does 
not require any disclosure of a change of auditor. 
It has been suggested in discussions with some au- 
ditees that they would make a point of briefing 
analysts or institutional shareholders of any res- 
ignation. Otherwise market makers and other 
interested parties may therefore have to obtain this 
information from the companies themselves, the 
financial press or from the details lodged with the 
Registrar of Companies at Companies House. 

These regulations are potentially important in 
terms of the agency relationships between the 
shareholders and the auditors, and between the 
shareholders and the company directors. It ap- 
pears that the legislation is intended to make it 
costly to resign without revealing the truth behind 
the resignation. The intention is twofold: directors 
cannot force an uncooperative auditor out of of- 
fice without such behaviour being reported in the 
resignation statement to shareholders and lenders, 


Š The importance of the legislation has been underlined by 
the fact that the 1985 Companies Act extended these reporting 
requirements to all auditors who leave office, regardless of 
whether this was due to resignation or removal by the 
company. 

? Clearly, if the auditor was bringing a problem to the atten- 
tion of the shareholders and creditors the letter would have to 
be circularised. 
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and the auditor cannot escape from an embarrass- 
ing situation (such as the discovery of management 
fraud) by quietly resigning and leaving the matter 
undisclosed. 


3. Prior literature 


Previous empirical studies have not distinguished 
between client-initiated auditor changes and au- 
ditor initiated changes. They have not focused on 
the specific event of auditor resignations as resig- 
nations tend not to be flagged in the on-line da- 
tabases that are used in event studies. This study 
was only made possible by the commissioning of 
a special search from Companies House, funded 
by a grant from the Institute of Chartered Ac- 
countants in England and Wales ICAEW) Re- 
search Board. 

Most studies hypothesise a negative market re- 
action to a change in auditor.!° Some authors sug- 
gest that an auditor change would signal new 
unfavourable information about the company. 
Others use agency relationships to argue that if 
management changes its auditors the new auditor 
may be seen to be less critical and the investors’ 
confidence in auditor independence will weaken. 
Agency theory has also been used to suggest that 
the managers’ objective in changing the auditor 
may be to maximise their utility rather than the 
wealth of the shareholders. For instance, Davidson 
and Gribbin (1995) argue that the stock market 
views the auditor change negatively, as it interprets 
changes in auditors to be a management entrench- 
ing event. 

The empirical evidence of the stock market re- 
action to auditor changes in the US has been 
mixed. This is partly attributable to the small num- 
ber of observations in previous studies and, we 
suggest, because they have not distinguished be- 
tween resignations and dismissals. The results 
could also be confounded by the fact that some 
auditor changes could be for positive reasons, such 
as a mutually desirable switch in response to a 
company outgrowing its auditor, or a change mo- 
tivated by a desire to appoint a firm which is more 
efficient or more credible. 

Fried and Schiff (1981) reported a negative mar- 
ket reaction to 48 auditor changes in the period 
1972 to 1975 but could not explain what had mo- 
tivated this reaction. Davidson and Gribbin (1995) 
considered 36 auditor changes in the period 1983 
to 1993 and found that the announcement of an 
auditor change was accompanied by a negative ab- 
normal return. As a result, they argued that the 


10 A dissenting view is provided by Johnson and Lys (1990) 
who argue that auditor changes should be motivated by 
management’s desire to maximise residual company value, al- 
though they seem to assume that the auditor change is not the 
first signal that the company is ‘underperforming’. 
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market is suspicious of managers’ motives in au- 
ditor changes. Contrary evidence is presented by 
Nichols and Smith (1983), who found no signifi- 
cant market reaction to 5] auditor changes from 
1973 to 1979. Similarly, in the most comprehensive 
study to date, Johnson and Lys (1990) considered 
194 voluntary auditor changes between 1975 and 
1978 and found that there was an ‘absence of 
systematic abnormal returns’ (p. 306) around the 
event date, concluding that auditor changes pro- 
vided little information relevant to the pricing of 
securities. 

The present study is based on a sample of events 
where the auditors involved explicitly state that 
they are resigning office. This gives it the potential 
to provide a clearer insight into the market’s re- 
action to auditor changes where there is a high 
probability that here has been a breakdown in the 
relationship between the auditor and management. 


4. Sample 


The Registrar of Companies at Companies House 
provided a listing of all companies whose auditor 
had lodged a statement in respect of cessation of 
office during the period approximately 1988-1993. 
These were filtered to isolate only public com- 
panies, of which there were 793. A microfiche was 
obtained from Companies House for each of these. 
The fiches were examined to identify events of in- 
terest before and after the resignation date, in 
particular the content of the statement concerning 
matters to be brought to the attention of share- 
holders and creditors, the identities of the auditors 
before the resignation and the last audit report be- 
fore the resignation. 

The list contained 218 companies that were 
quoted on the London Stock Exchange. A number 
of these had to be excluded from the study because 
of gaps in the returns data. The steps leading to 
the identification of the final sample of 88 com- 
panies are described in Table 1. 


4.1. Profile of the auditor resignation sample 
Table 2 lists some of the descriptive statistics for 

our sample. Panel A indicates that around 20% of 

the companies in the sample no longer traded (in 


Table 1 
Final sample of auditor resignations for listed companies in the period 1988-1993 
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the one year period following the resignation) be- 
cause of mergers, take-overs or bankruptcy. Panel 
B shows that the sample is not biased towards any 
one industry sector. Panel C indicates that the res- 
ignations are not unduly clustered in any period. 
Most of our resignations are in the years 1990, 
1991, and 1992, but there are no significant num- 
bers in any one year. A monthly analysis shows 
that resignations are most common in March, Sep- 
tember and October. Generally, the resignations 
tended to be in the months prior to the company 
accounting year end, which could indicate that au- 
ditors tend to resign before undertaking a great 
deal of detailed fieldwork in the year of resigna- 
tion. An analysis of the timing of resignations 
relative to other company specific news indicated 
that there was no significant clustering of the res- 
ignations around merger/take-over announce- 
ments, earnings announcements or annual general 
meetings. 

To provide more information on the descriptive 
characteristics of our test resignation sample we 
constructed a matched sample, based on industry 
grouping, size of company and the current status 
of the company.!! Fourteen (16%) of the 88 com- 
panies in our sample had an audit qualification 
prior to the resignation (Table 2, panel D). This 
seems high in comparison to our control sample, 
where there were only three qualifications in the 
control sample.’ The auditor resignations were 
approximately evenly split between Big 6 and non- 
Big 6 firms. Of the 88 resigning auditors, 43 were 
from Big 6 firms and 45 from non-Big 6 firms. 
However, 66 (75%) of the replacement auditors 
were Big 6 firms. After replacement, the composi- 


1l The matched sample was constructed from the Extel Fi- 
nancial database using their industry classifications, the size of 
their total assets plus or minus 5% at the time of the resignation 
and the current status of the company (whether live or extinct). 

12 Note that the proportion of companies that received quali- 
fied reports is high in relation to the incidence of qualifications 
in general. For the period of the sample the average percentage 
of companies that received an audit qualification or specific 
comment was only 4% of the 300 companies surveyed (The 
ICAEW surveys of Financial Reporting from 1988 to 1993). It 
seems that a qualification indicates that the auditor is more 
likely to resign. 


Initial Sample of Companies Listed on London Stock Exchange 


Less - Incomplete Record on Database 


Less - Liquidated or Dissolved Companies or Auditor Removals 


Less - Companies with Unobtainable Return Series 


Less - Companies with An Inadequate Number of Returns 


Final Sample 
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tion of Big 6 auditors for the test sample (75%) is 
similar to the control sample 76% (67 of 88). 

A comparison of the test sample with the con- 
trol sample in terms of the descriptive variables 
used in our regressions in Section 7 suggests that 
there were no significant differences, apart from 
audit risk (which is measured by dividing the audit 
fee by turnover; see Table 2, panel G).¥ 


5. Research approach 


The central question for this study is whether the 
resignation letter signals some new information to 
the market. The first part of our analysis is an 
event study of the market reaction to the resigna- 
tion for the full sample. Then, following the dif- 
ferent findings in the US studies, we consider the 
market reaction to small and large companies 
separately. In the second part of our analysis we 
use regressions to consider various factors that 
may influence the market reaction to the resigna- 
tion. Some of these reasons are based on the fea- 
tures of the resigning auditor and some on the 
prior financial performance of the company. 


5.1. Overall market reaction 

A priori, we would suggest that the market 
might interpret the auditor’s resignation as signal- 
ling unfavourable information about the company. 
This is despite the fact that the vast majority of 
the statements deposited by the departing auditor 
were to the effect that there were no circumstances 
to be brought to the attention of shareholders or 
creditors. 

Only four of the outgoing auditors actually 
identified in their resignation letters any matters 
that ought to be circularised. The four included 
concerns about: significant fees owed to the audi- 
tor, management’s refusal to provide information, 
management’s refusal to withdraw misleading 
statements and a conflict of interest arising be- 
cause the company alleged negligence in the audit 
of a subsidiary. This is potentially significant in the 
light of our hypothesis, because it suggests that 
any negative market reaction to the auditor res- 
ignation is in response to the resignation itself and 
not to any specific disclosures at the time by the 
auditor. If the market does not believe that all 
matters which should be brought to the attention 
of the members or creditors are being disclosed, 
then some doubt is cast on the effectiveness of the 
legislation. 


13 The companies in our sample are generally small, with a 
mean market value of £235.29m and a median market value of 
£16.98m. Also, only 10 of our companies were above the me- 
dian market value of all companies listed on the London Stock 
Exchange in the year of the auditor’s resignation. 


Hypothesis I 


H1,: There is a negative market reaction to 
the auditor’s resignation. 


5.2. Market reaction to auditor resignation by size 
of company 

Eichenseher et al. (1989) suggest that the effects 
of company size might explain the different results 
from US studies of the market reaction to auditor 
change. For instance, Nichols and Smith (1983) 
considered mainly large companies while Fried 
and Schiffs (1981) sample contained a greater pro- 
portion of smaller companies. Eichenseher et al. 
(1989) considered mostly smaller companies and 
found a negative market reaction to 87 auditor 
changes between 1980 and 1982. Consequently, the 
US evidence on the market reaction to auditor 
changes does not give a clear picture of any impact 
on company market value; and the results may be 
influenced by company size. We deal with this is- 
sue by ranking the companies in our sample by 
size and then splitting the sample in two. 


Hypothesis 2 


H2,: There is a different market reaction to 
the auditor’s resignation for small and large 
companies. 


5.3. The model 
We first examine the market reaction to auditor 
resignations using an event study methodology 
based on daily returns. Abnormal returns are as- 
sumed to be derived from the market-adjusted 
model: 
UAR; = Rip Rint (1) 
The use of this model over the more common mar- 
ket model is justified by the possibly severe 
problem of thin trading.!* One possible approach 
(to control for thin trading) is to incorporate lead 


and lagged market terms in the return-generating 
model. However, Hillier and Yadav (1997) have 


shown that such an adjustment can at worst lead 


14 Thin trading may be a problem affecting many of the com- 
panies in our sample. Trading on the London Stock Exchange 
is concentrated in the largest 30% of companies with volume 
tailing off rapidly for smaller firms. Since daily data was used, 
thin trading becomes a serious problem for our resignation 
sample. Our beta estimates are substantially biased towards 
zero. This causes big differences between the market and the 
market adjusted models. From our tests we found that the mar- 
ket model performed poorly with the beta coefficient being bi- 
ased downward for most firms. We also considered the mean 
adjusted model which gives fairly similar results to the market- 
adjusted model as the reaction on the day of the resignation 
was Still significantly negative. 

15 See Scholes and Williams (1977) and Dimson (1979) for 
more details. 
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Note: Industries allocated according to London Share Price Database/Extel Financial Company Research 
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Table 2 
Profile of the resignation sample 
Panel A - Current status of resignation sample 
Number of 
Companies 
Live 70 
Extinct - Merger/take-over 7 
Extinct - Bankruptcy 11 
Final sample 88 
Panel B - Breakdown of final and control samples into industry groupings 
Number of 
Companies 
Financials 12 
Services 16 
Engineering 10 
Manufacturing 16 
Property 8 
Retail 14 
Other 12 
Final sample 88 
industry classifications. 
Panel C - Timing of auditor resignation 
Year Number Month 
1988 2 January 
1989 8 February 
1990 19 March 
1991 25 April 
1992 27 May 
1993 5 June 
1994 2 July 
Total 88 August 
September 
October 
November 
December 
Total 


% 


Panel D - Resigning auditor, nature of audit report pre-resignation and replacement auditor 


Test 

sample 
Resigning auditor current auditor 
Big 6 43 
Non-Big 6 45 
Nature of audit report—pre-resignation 
Unqualified 74 
Qualified 14 
Replacement auditor - 
Big 6 to Big 6 33 
Big 6 to non-Big 6 10 
Non-Big 6 to Big 6 33 
Non-Big 6 to non-Big 6 12 


*We list the current auditor. 


Control 
sample 


67* 
21* 


85** 


3** 


N/A 
N/A 
N/A 
N/A 


**We considered the audit opinion in the most recent accounts of the control company. 
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Table 2 (cont.) 


Panel E - Descriptive statistics of test sample 
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Mean Median Standard Minimum Maximum 
deviation 
Growth 
Change in fixed assets (£000s) 32,199 0.00 386,609 — 1,064,300 2,619,400 
Financial risk 
Debt/equity 1.32 0.55 2.78 0.05 16.60 
Audit risk 
Audit fees/turnover 0.0031 0.0019 0.0036 0.0002 0.0195 
Panel F - Descriptive statistics of control sample 
Mean Median Standard Minimum Maximum 
deviation 
Growth 
Change in fixed assets (£000’s) 7,118 0.00 247,784 — 780,043 1,461,000 
Financial risk 
Debt/equity 0.61 0.50 0.57 0.01 2.34 
Audit risk 
Audit feesfturnover 0.0021 0.0012 0.0031 0.0003 0.0209 


Panel G - Wilcoxon Signed Ranks Test statistics for difference in means 


Heo: Hren = Ucontrot Test statistic 
Growth in fixed assets 0.01 
Financial risk 1.25 
Audit risk 2.16* 
*Statistically significant 


to a mis-specification and bias in the model pre- 
diction errors and at best reduce the efficiency of 
the methodology. 

The event period for our analysis ranges from 
20 days before the event date to 20 days after the 
event date. Abnormal return test statistics are 
described in Appendix 1. Our event date is the date 
on the letters of resignation, which in all cases was 
the date of the formal resignation. 


6. Results 


The abnormal return (AAR) and the buy and hold 
abnormal returns (BHAR) for all companies in the 
sample for the period t--20 days to t+20 days are 
shown in Table 3. The AAR (—0.3694%) on the 
day of the resignation (day 0) is significantly neg- 
ative (t-statistic = —2.32, significant at the 99% 


16 We also used the market-adjusted model to avoid some of 
the problems related to the estimation period of the market 
model. Nonetheless, an estimation period is used to calculate 
the estimated standard deviation of each security’s abnormal 
returns. Sensitivity analysis of various estimation period lengths 
for the standard deviation estimate resulted in no significant 
effect on the event period t-statistics. 


level), which suggests that there is an adverse mar- 
ket reaction to the auditor resignation. Although 
the abnormal returns are predominantly negative 
for all days in the event period, they are mostly 
not significantly negative. Consequently, the 
significant negative market reaction is an indica- 
tion that the market views the auditor resignation 
negatively and the resignation letter provides 
information to the market. This provides evidence 
in support of our hypothesis 1. 

Thus the resignation itself is seen as signalling 
negative information, despite the fact the market 
would not appear to be fully aware of the circum- 
stances surrounding each resignation. Pre and post 
resignation, the BHAR was insignificantly nega- 
tive (for the period —20 to —1 the BHAR is 
— 2.21%; for the period +1 to +20 it is —4.18%).!” 


17 When we considered a longer event period prior to the 
resignation —120 to —1 we also found that the BHAR were 
insignificantly negative (BHAR ~—4.9023, t-statistic — 1.21). 
This is contrary to Johnson and Lys (1990) who found that 
companies who changed auditor experienced lower share price 
performance in the pre-change period than a matched sample 
who did not change. One possible reason for the differences is 
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For the full period t —20 to t+20, the BHAR was 
— 4.18%, which is statistically insignificant at the 
5% level of significance.!8 However, when we con- 
sidered a longer event period (— 120 to +120) there 
was a Statistically significant BHAR of ~13.7% 
(significant at the 10% level). We would therefore 
suggest that companies which experience an audi- 
tor resignation perform poorly despite the fact that 
few auditors choose to indicate there were prob- 
lems of which the shareholders and creditors 
should be made aware. This finding raises some 
important issues concerning the effectiveness of 
current disclosure requirements. 

As a further test, we carried out an event study 
on our matched control sample of companies. For 
each control company, the auditor resignation 
date for the corresponding test company was used 
as the event date. Using the same methodology we 
found that, in contrast to the test sample of firms, 
no abnormal performance was experienced by the 
control sample. This lends additional support to 
our earlier results that the market reacts unfa- 
vourably to the information contained in the au- 
ditor resignation. 

When the sample was divided by size of com- 
pany, as suggested by hypothesis 2, we found a 
significant negative reaction to the announcement 
of our large company sample on the day of the 
announcement. The reaction was also negative for 
the small company sample, although it was not 
statistically significant. A Wilcoxon-Mann-Whit- 
ney test shows no significant difference in the 
performance of large or small firms as a result of 
the audit resignation, rejecting hypothesis 2. Also, 
over the next 20 days, the small size company sam- 
ple experienced significant negative abnormal 
performance. This may indicate greater market in- 
efficiencies in small, illiquid firms.!? That is, both 
sets of companies (small and large) are affected by 
the auditor resignation; but, whereas large firms 
react to the announcement on the day of the event, 
the impact of the news is gradually impounded 
into small firms’ prices. When we considered 
longer event periods the performance of both 
groups, large and small, was very similar. For ex- 
ample, the —120 to +120 days BHAR were 
— 12.66% and — 14.84% respectively. In both 
cases, particularly with the small company sample, 


the Johnson and Lys (1990) sample contained only voluntary 
auditor changes while we consider only auditor resignations. 

'8 The post-announcement cumulative abnormal returns re- 
ported in table 3 have been re-calibrated to zero at the end of 
day —1. Full period (t = —20 to t = +20) buy and hold 
abnormal returns are not reported. All 88 companies were in- 
cluded in this period. 

19 The abnormal performance of smaller companies cannot 
be attributed to measurement factors such as missing prices 
since Datastream calculates return indices for UK firms from 
the mid-quotes of dealers. This results in a price (and hence a 
return) for each period. 
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significant negative market reactions occurred at 
least two days prior to the resignation. 

Various US studies on auditor change have 
examined the characteristics of the replacement 
auditor. Unfortunately, we cannot examine the ef- 
fect of the size of the replacement auditor in our 
sample because we do not have the dates of the 
announcement of the new auditor. This may not 
be the same as the date of the auditor resignation. 
However, as a robustness check, we also assume 
the replacement auditor was known at the date of 
the resignation, to test for differences in the mar- 
ket reaction. Due to the small numbers in some of 
these categories we split the sample into two. Sam- 
ple 1 consists of those companies where the audi- 
tor resigned and the new auditor was a Big 6 au- 
ditor (66 companies); see Table 2, panel D. Sample 
2 consists of those companies where the auditor 
resigned and the new auditor was not a Big 6 au- 
ditor (22 companies). This did not change the 
overall pattern of results with our full sample pre 
and post resignation. However, although sample 1 
does have a significant negative reaction on the 
date of the resignation letter (AAR = — 0.383, t- 
statistic = — 2.30), sample 2 has an insignificant 
positive reaction on the date of the resignation let- 
ter (AAR = 0.213, t-statistic = 0.39). This is puz- 
Zling given that we find little difference in the over- 
all pattern; the fact that we did not find any cases 
where the replacement auditor was announced on 
the date of the resignation letter. 


7. Factors affecting reaction 


Having established a negative reaction on average 
to an auditor resignation, we attempted to identify 
the factors which might explain differential effects. 
This was done by running regressions with explan- 
atory variables suggested by the auditing literature 
or by studies of audit methodology. 


7.1. Size of resigning auditor 

The market may interpret the signal from the 
resignation differently if the auditor is a Big 6 firm. 
Agency studies often use the decision to employ a 
Big 6 firm as an attempt to signal that a company’s 
financial statements are more dependable (e.g., 
Carpenter and Strawser 1971 and Francis and Wil- 
son 1988). The resignation of a Big 6 auditor may 
be viewed as a more significant event than the res- 
ignation of a non-Big 6 auditor. In this case we 
would anticipate a greater market reaction when 
the resigning auditor is one of the Big 6.” In our 
model we set the auditor size dummy equal to | if 


20 This may, however, be compensated for by the fact that 
smaller audit firms will be less inclined to lose a quoted client. 
Thus, resignation by a non-Big 6 auditor might be interpreted 
by the market as a rather more costly signal. 


103 


SPRING 1999 


IO I — 
960 — 
90 — 
cL 
C80 — 
$90 —- 
vel — 
STI- 
9€ 0 — 
£U0— 
ITO 
£90 
8S0 
980 
$60 
S60 
890 
8Ç'0— 
910 
FeO 


7818-7} 


OELE H — OTT 
6cOl p— x* 197 — 
BECC t— £9°0 — 
660'E — 00° 
80CP'E — LLO— 
[L8¢'? — COT 
TOPLE — LO I— 
T90 E — tS I— 
rpL9L 0 — yh8 I — 
OELT O — Ort -— 
6LET O x90 ¿Ç — 
r96Ç I 970 
STITI sÞbLTIT-— 
6cr'T IL 0- 
068/`[ crv 0 
T967 I «ILI 
cryl6 0 8c I 
88170 —- 9c'0— 
¿6S0'0 sTo- 
IFOI O rt 0 
UVH 181S-1 


IPS 


6S0Z`0— 
6¿06`0 — 
9760 0 — 


6LOL O 


LOSTI — 


£969°C 


ETOL 0— 
LOGE ¿€ — 
SIZS'0— 
0Z9ç`0— 
hPtS0O`I— 


vO6TO 


8£6b'0 — 
SP6l'0— 


EESS 0 
SELE'O 
ISPT'I 


Ste o— 
c90 0 — 


IPOT O 


AV V 


LTO ~ 
L00 — 
ITO- 
IS0— 
6 1 = 
OLI— 


anal — 


*[6'[ — 
GST 
ECT — 
pe I— 
tE I- 
Le 
OCT - 
ce 0 — 
prO ~ 
€0°0 
£8'0— 
pri- 
EF 0— 


7818-7} 


T80€'0 — ¿T O> 
Occ O— 9/'0 
0¿L£'0— 680 
6680 — teI 
EOL I — 86`0 
6880 `Z — [90 
90ZE°C — 14 Oe 
6610°7 — xa [0 "Z — 
8S6o° I — cor 
LETC l= £0°0 
lp6c I — I90— 
esplt— 00°0 
PEST I — £9 0- 
PISO TI — ¥200°C — 
LTTC 0 — 9L 0— 
It60'0 — 0⁄0 — 
6L10°0 ISI 
997p 0 — 80°0 — 
Or6t 0— SO T— 
rSr0 0 — t£h'0— 
UVHd 181S-1 
aslo] 


ETL0°0— 


ESITT O 
90910 
90011 
81S9°0 
89Pt'0 


orce 0 — 
T80 — 
g¿1b'0— 


8L00°0 


69ST 0— 


£000°0 


O8t1'O— 
9188'0— 
£S¿T0— 
SLYU0— 


S0bPh 0 


$820 0— 
Lyre 0— 
PS0'0 — 


Avy 


660 — 
160- 
8L0—- 
L30- 
6 I— 
STI — 


xL LO T — 


+8 I — 
vol — 
L9'0— 
0ç'0— 
Too 
L00 — 
ETO 
9L'0 
LLO 
£90 
S90 — 
¿çL O = 
LTO 


7235-7} 


ISIT ZT- £rrO— 
9[zZ0'¿— 9£'I— 
6reL I — OLO 
9076 I — 6S'I 
6775 T- 0€'0- 
88L77— Pll 
£000'¢ — PPI — 
6LES'T— „EST — 
EOITI— —s wa TZ — 
869L'0— bl i— 
0795 0— „£6 T— 
T6100 çZ0 
8ZL0°0— ELT - 
9ççZ`0 xa £C — 
LIELO ZEO 
069S'0 9P'0 
SSrr'0 s£ T 
I[9ç£`0— 9ç'0— 
6LLT`O— SOI — 
6S$Z0'0 LTO 
WVHA 18 }8-] 
ə]dumç (na 


ISLTO— 
ETOT 0 — 


6ç¿0`0 


AV V 


fa 
a 
c= 
p— 
c= 
9 — 
L= 
g— 
g= 
1) -— 
F= 
cI — 
t L 
Pis 
SI— 
9i — 
LS 
gi — 
61 — 
0c — 


Aeg 


SUONVUSISAI 1OJIPNY punoi SUL WO sumyar [EULIONGS sAQE TRUM) 


£ HJEL 


ACCOUNTING AND BUSINESS RESEARCH 


104 


(aml 
tri- 
x*#ST Z 
¥49P'C 
çc'0— 
c9'I 
r 0 
LA 
cL 0O— 
97T 0 — 
ITO 
£60 
910 
8ç 0 
97 I 
[$0 
EEO- 
çç 0 
rO 0 
pTO 
9Z'0— 
359} 


AWM 


x86 T- 
#4900 
#4 hI — 
¥26P'T — 
xy TOS — 
x*F9 T — 
rr 
antl C~ 

£671 — 
xO — 
#2077 — 
8i t 
*P6`I — 
6S t= 
I9 I — 
6E I— 
¿G L= 
E9 I — 
OSI — 
60°T — 
8T I — 


7845-3 


ÞIS P — 6F 0 
I£6S F — #SL'T 
6S0t°S — 2 [== 
0988'F — kç L= 
£¿p0O `P 860 
STOFF — = xe LOT — 
SI£€S'€ — ce 0 
8LP9"e — co [== 
0908" — 89°0 
LOGGET — 8E'0— 
TOSET — £90 — 
OTLST — wei- 
ELST'T — pol — 
69EL T — 65 0 — 
6£0S T — tebe 
0OLC T — 9L 0 — 
LÌ8EO I — 60°0 
68011 — PLO — 
8L6L 0 — cO >= 
celpo— cro 
6967 0 — 8c Les 
AYHE 181S-41 
ipus 


980S 0 

St Iso 

8005 0 — 
9[60 T — 
PSTS O 

S6I0'T — 
85300 

ETTE 0 — 
ÞLOT 0 

920 — 
116 O> 
tE9 0 — 
9TIS'0— 
CLECE O~ 
SPyT 0 — 
SE9T 0 — 
[LO 0 

OILTE O — 
£8Lc'0O— 
8LTT 0 — 
69670 — 


Avy 


1] 


8¢'0 
cr 0 
tr 0 
£70 
810 
Te 0 
670 
Pt 0 
LSO 
LS`0 
6S`0 
sto 
90°0 
LTO— 
TS 0 ~ 
cE O- 
99`0— 
¿L0— 
Oc T= 
8p 0— 
*L6 I — 


181S-1 


[=f 


Cyry +1) [Í 


L009 0 PTO — 
61590 pTO 
c69 0 sIL'T 
TIPE 0 ¥L0 
L697 0 pL 0~- 
9190 $p O 
6tcr 0 IS0— 
Stór 0 6L'0— 
T808°0 91 0 
Cvs 0 8€ 0— 
00498 0 SEO 
99090 9T 
LLOQ ILO 
6I[ITC0— SOI 
96S 0— YS 0- 
99E 0 — STI 
97TL9 0 — oro 
L80L 0 — t0'1 
IBITI — STI— 
spIT O — LSO 
SSEF 0 — *L6 T — 
uvVHd EIS} 
IBNI 


|-wrne 


9860 0— 
06700 
TL87°0 
TOIT O 
O9hTU0— 
9TOT'O 
ScILO— 
9907 0 — 
$6200 — 
01010 — 
86710 
9997 0 
£ISC O 
C96E 0 
£797 0— 
TL9€'0 
8920°0 
6167 0 
6tP8 0 — 
66170 
SSEP'O — 


AYY 


`əsuporrru3rs [BONSHBIS səJousp Prog 483} Pa[lB}-OM]} 
B IOJ [9AƏ[ %ç I} 18 WUBIYIUFIS so1ouəop ,, [aaa] OI IP 18 əoueogru3rs sojousp , ‘sajdures pretas pue 3818 107 sunya [eurrouqg Apep oy] UsaMjoq WUAJJFP IJ 
1OJ ATE SINSHYEIS 1891 (MWA) LOUNY M-UUEN-UOXOOIAA `(0 ABP) 318p JUDAS IJ} JO LVIS OY] 18 OIZ 0} PAPIQYEHA 318 sumMjol [eurrouqg poH pue Ang əAnərnumo 


se pəornspəour sr yorga ‘umga [gurouqg prog pue Ang 
JANEMUMI IY) SI YVH IAP Avar SINSEIS 389) IYJ pug suongAiəsqo UMYA [zurrouqg Iwos Jo sufis ay} Gns g sy poazsnfpeun ərg sumyar [gurtouqg pojrodas 
SBAIIYM SUMMJAI JEUNOUQE PssIPIVpUE)s ZUISN pə)ornnsuoo ore SINSHEJS say TY — “Y = "Ypy “pou poisn[pe-joxIeM oy} wor poanap ale sunj)ə:r pewouqe ÁlrEGI 


SET — 
SFI — 
nyA a Ea 
sSL I — 
9S I~ 
*L9 ` — 
S£ I— 
6E I— 
06 0— 
00 I— 
L60—- 
çO I— 
ol Le 
Pri- 
oC = 
IIT = 
LOL 
8y I — 
+88 I — 
90 1I— 
ery CU Ç — 


}E4S-} 


6973 I — Cr 0 
SESI — rr I 
6061°T — 0S 0- 
SIST? — 80 T- 
COSL I — £90 
E8SS I — 09 I — 
STOF I — IF0— 
ICSF I — sL I — 
ççI[6 0— gt'0 
r0O0`I-— IS 0— 
r0c6`0— TT 0 — 
TLSE 0 — 800 
98EO' T — Ipo- 
766 0 — ST'O 
16c0 I — ç6'0— 
LISO — 870 
CLYB 0— £T 0 
$668 0 — ve 0 
£$96°0 — Ly P= 
GITE 0 — Te 0 
P69E°0 — ytt t — 
wvHg 181S-1 
ajduws 1M4 


LITO 
LEIF O 
L880°0 ~ 
otop 0 - 
CULT O 
Tetpo- 
S8100 — 
SLÞS 0 — 
S£80 0 
06ST 0 — 
t1900 — 
TETO 0 
ScITO— 
TISO 0 
SEST 0 — 
£9900 
S9E0'0 
0601°0 
81790 — 
IFS0 0 
r69t€`0— 


UYY 


oz 
él 
81 
LI 
9I 
çI 
vl 
tl 
cI 
IÍ 
OI 


@ — c OPM on 


AB] 


(30109) £ qE, 


SPRING 1999 


the resigning auditor was one of the Big 6 auditors 
and 0 otherwise. 


7.2. Conflicts between auditors and the company 
The market reaction to the resignation could be 
influenced by any known conflict between the au- 
ditors and company directors. At the very least, 
such conflict might signal an increased possibility 
of resignation, thereby reducing the impact of the 
resignation itself. Conflict was proxied by the 
nature of the auditor’s last audit report prior to 
resignation. This has been examined by US regu- 
lators and academics, who considered a number of 
questions such as whether the companies are more 
likely to change an auditor after a qualification 
and whether the company is more likely to receive 
a clean opinion after the auditor change.*! Prior 
studies indicate a negative market reaction when 
the audit report was qualified by an outgoing au- 
ditor. For instance, Smith and Nichols (1982) 
compared the weekly share price performance of 
clients that changed auditors and disclosed a dis- 
pute with their auditors with the share price 
performance of changes with no reported dispute. 
Companies who were in dispute with their outgo- 
ing auditors experienced a statistically significant 
average price decline during the announcement 
week, while those who did not indicate any dispute 
experienced no significant abnormal return. Simi- 
larly, for a sample of auditor changes between 
1973 and 1982, Smith (1988) found that the stock 
market reacted negatively when the auditor change 
disclosure note was defined as ‘bad news’, which 
included auditor disagreements and qualifications. 
Recently, weak evidence has been presented by 
Davidson and Gribbin (1995) that auditor changes 
subsequent to a ‘qualified’ or ‘subject to’ audit 
opinion are associated with a more negative ab- 
normal return than those with ‘clean opinions’. 
They interpreted this as evidence that managers 
may switch auditors to improve their own repu- 
tation. We found that our resignation sample con- 
tained an above average number of audit qualifi- 


21 Williams (1988) suggested that a company may seek a 
change in auditor to correct a possible poor public perception 
of the company that may be caused by a qualified audit report 
or poor company performance. Chow and Rice (1982) found 
that companies are more likely to switch auditors after receiv- 
ing a qualified opinion. However, they also found companies 
that changed after a qualification are not more likely to receive 
a clean opinion than those who did not change after a quali- 
fication. On the other hand, Smith (1986), examining 139 audit 
changes, found only five cases that he classified as ‘auditor 
opinion shopping’, where the company eliminated a qualified 
audit report by changing auditors. Also, Krishnan and Ste- 
phens (1995) compared the audit opinion decisions of prede- 
cessor and successor auditors of companies that changed au- 
ditors relative to the auditors’ treatment of non-changing 
clients. They found no difference in the treatment of companies 
who changed auditors in the pre-change and post-change years 
relative to non-changing companies. 
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cations compared to our matched sample and the 
ICAEW survey average. Therefore, we expect a 
greater market reaction for companies that had 
qualified audit reports before their outgoing 
auditors resigned. 

In our regressions we classify the nature of the 
report by setting the dummy equal to 1 if the au- 
ditor’s report was qualified prior to the resignation 
and 0 otherwise. 


7.3. Audit risk 

Auditors evaluate risk while in the process of 
collecting evidence. Audit risk affects the amount 
of detailed testing required to support the audi- 
tor’s opinion (e.g. Auditing Practices Committee, 
1995). It has also been suggested that they consider 
the risks arising from being associated with indivi- 
dual clients. For example, Coopers & Lybrand 
makes it clear that the firm’s reputation is more 
important than the fee income to be had from the 
acceptance or continuation of appointment from a 
disreputable client (Coopers & Lybrand, 1992: 
115-131). In extreme cases, an auditor might re- 
sign because of an abnormally high level of risk. 
The market reaction to resignations for companies 
with high audit risk could be more significant be- 
cause it may indicate that the company is perform- 
ing badly or even that it faces bankruptcy. 

Audit risk is proxied in this study by the audit 
fee as a percentage of turnover in the year prior 
to the resignation. Our descriptive statistics in the 
comparison between the resignation sample and 
the matched sample suggest that the resignation 
sample had a higher audit risk.22 


7.4. Financial distress 

Auditors may resign due to the embarrassment 
of being associated with a failing company. Also, 
the costs to the auditor from resigning from a fail- 
ing company are lower than in a company that is 
a going concern because the discounted value of 
the future cash flows from audit fees will be re- 


22 This audit risk proxy has a number of weaknesses in that 
the fee can be affected by a host of factors other than risk. 
While there is likely to be an association between the audit risk 
and audit fee, this could be indistinct for a number of reasons. 
Individual audit partners will be more or less skilled at nego- 
tiating the highest possible fee. The cost of higher risk may be 
passed on to audit staff by means of unduly tight time budgets. 
Audit fee data can be unreliable because the audit firm could 
include fees for audit work in the charge for non-audit work. 
Despite these caveats, studies of audit fees have found audit 
fee appears to be most heavily influenced by the size and com- 
plexity of the audit and also the risk of material misstatement 
in the financial statements (e.g. Pong and Whittington, 1994). 
The use of a matched sample helps to isolate factors which are 
specific to individual companies, as opposed to industry based 
effects such as complex business cycles. A study of audit fees 
of US savings and loan companies during the crisis affecting 
that industry in the mid-1980s found that audit msk had a 
significant effect on fees (Hill et al. 1994). 
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Table 4 
Regression results - date of auditor resignation letter 
Model Intercept Auditor Nature of Audit Financial Growth 
size report risk risk 
dummy dummy 
Predicted | 
sign oo mat — == + is 
(1) 0.0012 — 0.0065 
F=2.78* (0.42) (— 1.66)* 
(2) — 0.0037 0.0106 
F =3,93* (1 75)" (1.98)** 
(3) — 0.0051 0.0009 
F=0,06 (— 1.86)* (0.23) 
(4) — 0.0039 — 0.0009 
F=1.59 (— 1.86)* (— 1.26) 
(5) — 0.0040 < — 0.0001 
F= 1.67 (=2.13)* (— 1.29) 
(6) — 0.0049 
F= 1.733 (—2.30)** 


For each model, a regression of the relevant period buy and hold abnormal return on a descriptive variable 
was carried out. Auditor size dummy = 1 if the resigning auditor was one of the Big 6 auditors, 0 otherwise. 
Nature of report dummy = 1 if the auditor’s report was qualified, 0 otherwise. Audit risk is defined as annual 
auditor remuneration divided by firm total annual turnover and ‘high’ is defined to be above the median 
value in the sample. Financial risk is defined as a firm’s debt/equity ratio and ‘high’ is defined to be above the 
median value in the sample. Growth is defined in terms of the company’s fixed asset figure and deemed to be 
expanding if the figure increases over the two year period prior to resignation and contracting if it decreases. 

| Test statistics are in parentheses. * 10% significance level, ** 5% significance level, for a one-tailed test. 


duced. In this case we would expect a higher mar- 
ket reaction if the resignation companies have a 
high financial risk. In our regression model, finan- 
cial risk is defined as a firm’s debt/equity ratio in 
the year prior to the resignation.” 


7.5. Company growth 

An influence on the auditor resignations may be 
whether the company is growing in size or con- 
tracting. For a growing company the resignation 
of an auditor may not be anticipated by the mar- 
ket and we would expect a greater market reaction 
than a contracting company. However, the resig- 
nation in growing companies may simply be due 
to the fact that the company is now proving too 
difficult a task to audit for small audit companies 
and in this case we may not expect a greater mar- 
ket reaction. 


2 This proxy is used by Francis and Wilson (1988). 

24 Although the replacement auditor was never disclosed on 
the day of the resignation we found that for the 33 companies 
in our sample which changed from a Non-Big 6 auditor to a 
Big 6 auditor, 23 had increasing fixed assets and 10 declining 
fixed assets, which is consistent with the overall sample. 


The resignation of an auditor may be more ex- 
pected by the market in a contracting company. 
Consequently, if the company has a declining asset 
value prior to the resignation the market may 
anticipate the resignation and the actual resigna- 
tion may not provide new information. Nonethe- 
less, there could be cases when a contracting or 
downsizing company simply does not need the 
services of a large auditor and the Big 6 auditor 
may resign to pre-empt removal from office or un- 
happiness with the possible reduction of audit 
fees.25 


7.6. Results 

Ordinary Least Squares regressions were used to 
relate the market reaction on the date of the au- 
ditor resignation to the six variables investigated.26 


25 For the 10 companies which changed from a Big 6 to Non- 
Big 6 auditor post-resignation we found that half had declining 
asset values pre-resignation. This is a slightly different propor- 
tion relative to the overall sample. Eichenseher et al. (1989) use 
total assets and a growth proxy in their study. 

26 We also considered two other periods; the 120 days before 
the resignation and the 120 days after the resignation. We do 
not report these results as there were no significant findings. 
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(See Table 4.) In these regressions we have at- 
tempted to use the descriptive variables to explain 
the actual market reaction to the resignation. We 
find that only the auditor size variable is signifi- 
cant in the direction predicted.” We suggested that 
Big 6 firms are often seen to provide more cred- 
ibility than their smaller competitors. Thus, the 
loss of a Big 6 auditor might be expected to cause 
a greater loss of credibility. Against expectations, 
prices rise when the auditor who resigned had pre- 
viously qualified their audit report. This could in- 
dicate that there was a fundamental accounting 
difference between the company managers and the 
auditors. Consequently, the market might view the 
reason for the resignation as an accounting matter 
rather than some fundamental problem with the 
business. On the other hand, the companies whose 
audit reports were unqualified prior to the resig- 
nation may be viewed negatively by the market. It 
may be concerned that the resignation was moti- 
vated by other unidentified factors, which could 
cast doubt on the future performance of the com- 
pany.’ Audit risk, financial risk and growth ap- 
pear to be unrelated to price movements on the 
auditor’s resignation date. 


8. Conclusion 


The announcement of an auditor’s resignation is 
associated with a significant negative market re- 
action on the date of the resignation letter. This 
supports the regulations governing the publication 
of this information. Previous studies in this area 
have yielded contradictory results, but our study 
is based on data derived from a new database for 
UK auditor resignations. This avoids some of the 
problems arising in other studies, which are forced 
to include both voluntary and involuntary 
changes. Our regression analysis, based on price 
changes on the day of the resignation, suggest the 
loss of a Big 6 auditor is associated with a greater 
negative reaction. Loss of a Big 6 auditor could 
indicate to the market that the auditee is suffering 
a greater loss of credibility. 

Companies that experience auditor resignations 
tend to perform poorly on average after the res- 
ignation. While there are statutory regulations that 
require that certain matters be brought to the at- 
tention of shareholders and creditors at the time 
of resignation, such notifications are quite rare. 
There may be a need to re-examine the purpose of 
this legislation, to clarify the nature of the disclo- 
sures which the auditors are required to make. It 
is not clear, for example, whether these disclosures 


27 When all variables are considered together we do not find 
any significant descriptive variables. We do not report these 
results. 

28 Some caution must be expressed when interpreting these 
results due to the small size of the ‘qualified’ report sub-sample. 
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should be restricted to professional matters per- 
taining to auditor independence or audit quality 
issues, or whether they should extend to the re- 
porting of any price-sensitive information which 
led to the auditor’s resignation. 


Appendix 1 


Abnormal return test statistics are taken from 
Boehmer et al. (1991) and are estimated as follows: 
the market adjusted abnormal returns are first 
standardised. 


SAR, = AR,Jé; 





where g, is security Ps standard deviation of the 
market adjusted abnormal return during an esti- 
mation period of 600 days to 121 days prior to the 
auditor resignation letter. 

T, is the number of trading days in the estimation 
period of security i. 

R, is the average market return during the esti- 
mation period. For our tests we use the return on 
the Financial Times All Share index. 

Under the assumption of cross-sectional inde- 
pendence and normally distributed abnormal re- 
turns, each standardised abnormal return has a 
Student ¢ distribution. By the central limit theo- 
rem, the distribution of sample average standar- 
dised abnormal returns is normal. The Boehmer et 
al. test statistic (1991) allows for potential devia- 
tions in the theoretical distribution of the abnor- 
mal returns and estimates the variance from the 
cross-section of event date abnormal returns. The 
procedure is as follows: for each day in the event 
period, the cross-sectional standard deviation of 


-the standardised abnormal returns is then calcu- 


lated. This can be written as: 


AY 


x 2 
{s4R,), SAR; n! (2) 


ww 
=< 


SAR ~ 





The standardised cross-sectional test statistic is 
thus: 


zÈ SAR, |N P 
OSAR, 


Boehmer et al. (1991) report that the test is cor- 
rectly specified even when there is a variance 
increase in the event period. It is likely that such 
a situation will occur with our sample because of 
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the predominantly small market value stocks in 
our sample. Smaller companies are usually illiquid 
and traded infrequently. In informationally inten- 
sive periods, trading volume usually increases with 
a corresponding change in return volatility. This 
would result in the theoretical variance measure 
for the standardised abnormal returns becoming 
mis-specified. Buy and hold abnormal returns are 
calculated for periods longer than one day. This 
method is preferred over cumulative abnormal re- 
turns because many firms in our sample could suf- 
fer from the low share price problem that can be 
encountered in event studies of this type. 
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Discretionary write-downs, write-offs, and 
other restructuring provisions: a signalling 


approach 


Pascal Frantz* 


Abstract—This paper introduces a model seeking to explain the discretionary write-downs, write-offs, and other 
restructuring provisions reported by managers. The model comprises a firm, a manager, and a financial market. 
The firm is about to be restructured. The manager has some private information about the likelihood of success of 
his restructuring action. The manager may recognise all or part of the expenditure associated with his future 
restructuring action by reporting a discretionary restructuring provision. The manager chooses whether or not to 
report a provision, recognising the impact of the provision on his compensation. The paper shows how, under 
certain conditions, the manager may credibly communicate his private information to investors through his pro- 
vision policy. Testable implications are consistent with the empirical evidence reported by Strong and Meyer (1987), 


Elliott and Shaw (1988), and Zucca and Campbell (1992). 


1. Introduction 

‘The impact of write-offs is confounded by the 
existence of an unusually strong set of beliefs 
about the nature and effects of announcements 
of impairments... Write-off announcements of- 
ten are viewed as a signal that the worst is 
over to be followed by an upturn in the firm's 
fortunes’. White, Sondhi, and Fried, 1994: 
460. 


The increasing number of asset write-downs, 
write-offs, and other non-recurring provisions has 
captured the attention of the financial community. 
According to Strong and Meyer (1987), American 
corporations made after-tax write-downs of $10 bn 
over the five years from 1982 to 1987. These write- 
downs were furthermore largely discretionary. Al- 


*The author is at the London School of Economics and Po- 
litical Science. This paper is based on a chapter of the author’s 
thesis written at London Business School. The author is grate- 
ful to Ray Ball, Al Bhimani, Michael Bromwich, Ian Cooper, 
Joel Demski, Miles Gietzmann, Chris Higson, Christopher Na- 
pier, Pradyot Sen, and Martin Walker for their comments. 
Correspondence should be addressed to Pascal Frantz, De- 
partment of Accounting and Finance, London School of Eco- 
nomics and Political Science, Houghton Street, London WC2A 
2AE. Email: P.Frantz@Lse.Ac.Uk. The final version of this pa- 
per was accepted in September 1998. 

1 According to Strong and Meyer (1987:644), ‘In theory the 
notion of permanent asset impairment is supposed to guide au- 
ditors in determining when values should be revised downward. 
However, this concept has been applied principally to discon- 
tinued operations rather than reevaluations of assets that re- 
main on the balance sheet. In contrast, many of the recent 
restructurings involve partial write-downs of assets whose val- 
ues have declined but remain in productive use. This results in 


though casual empiricism and journalistic reports 
suggest that discretionary asset write-downs (and 
write-offs and other non-recurring charges) are 
good news, the evidence reported by empirical 
studies is mixed.” Strong and Meyer (1987) suggest 
that discretionary write-downs are ‘good news’ 
while Zucca and Campbell (1992) and Elliott and 
Shaw (1988) respectively suggest that discretionary 
write-downs are either ‘no news’ or ‘bad news’. 
This paper presents a model seeking to explain the 
information content of discretionary asset write- 
downs, write-offs, and other non-recurring provi- 
sions concentrating on restructuring provisions. 
This paper identifies managerial compensation 
plans as the economic incentive for reporting dis- 
cretionary provisions. The treatment thus presents 
general similarities with Healy (1985) and Dye 
(1988). It differs, however, from these papers by 
showing how discretionary write-downs, write- 
offs, and other non-recurring provisions may be 
used by managers to reveal private information 


broad discretion for companies in determining when and how 
much to write down.’ 

2 According to Elliott and Shaw (1988:93), ‘The financial 
press frequently treats these write-offs as though they are 
viewed favourably by the securities market.’ According to 
Zucca and Campbell (1992:31), ‘Several articles indicated that 
the stock market reacts positively to asset write-downs. Unfor- 
tunately, none of these articles examines whether they may be 
a similar number of write-downs which resulted in stock price 
decreases.’ 
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about future earnings.? 

This paper considers a firm about to be physi- 
cally restructured, a manager, and a financial mar- 
ket. The manager has some private information, 
favourable or less favourable, about the likelihood 
of success of his restructuring action. The manager 
may recognise all or any part of the expenditure 
associated with his future restructuring action by 
reporting a discretionary restructuring provision. 
He takes his decision recognising that he is en- 
dowed with earnings-based bonus plans and ma- 
turing stock options. The earnings-~based bonus 
plans are assumed to be bounded below and 
strictly increasing in reported earnings, as long as 
reported earnings exceed a given threshold. The 
financial market values the firm’s equity according 
to the reporting choice announced by the manager. 
This paper shows how, under certain conditions, 
the manager may credibly communicate his private 
information to investors through his provision 
policy. 

The nature of the equilibria achieved depends 
on the magnitude of the current operating earnings 
to be reported by the firm’s manager. When cur- 
rent operating earnings exceed the lower bound of 
the bonus plan, equilibria in which the manager 
endowed with favourable information reports a 
discretionary restructuring provision and the man- 
ager endowed with less favourable information ab- 
stains from reporting any provision may obtain 
(separating equilibria). Conversely, when current 
operating earnings do not exceed the lower bound 
of the bonus plan, only equilibria in which both 
the manager endowed with favourable information 
and the manager endowed with less favourable 
information select the same provision policies and 
hence do not reveal their firms’ types can obtain 
(pooling equilibria). 

The intuition is as follows. Reporting a discre- 
tionary restructuring provision consists in bringing 
forward an expense from the end to the beginning 
of the period. The higher the probability that the 
firm’s restructuring will be unsuccessful, the lower 
the probability that the operating earnings gener- 
ated at the end of the period will exceed the lower 
bound of the earnings-based bonus plan. Thus, 
when current operating earnings exceed the lower 
bound of the bonus plan and the probability that 


3 DeAngelo (1988) and Trueman and Titman (1988) present 
other explanations for these discretionary provisions. This pa- 
per also contains similarities with Frantz (1997). It however 
differs from the latter paper in both the nature of the signalling 
mechanism and the nature of the signal. DeAngelo (1988) con- 
jectures that dissidents elected in proxy fights tend to take an 
immediate earnings bath which they typically blame on the 
poor decisions of prior management and which enables them 
to report an earnings turnaround the following year. Trueman 
and Titman (1988) show how it may be rational for managers 
to engage in income-smoothing in order to lower the perceived 
variance of their firms’ earnings. 
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the firm’s restructuring will be unsuccessful is high 
enough, reporting a discretionary restructuring 
provision adversely affects a manager’s expected 
earnings-based compensation. The higher the 
probability that the firm’s restructuring will be un- 
successful, the more adverse the effect. When man- 
agers are endowed with a small number of stock- 
options, the managers endowed with favourable 
information can thus report a discretionary re- 
structuring provision which the manager endowed 
with less favourable information does not find in- 
centive-compatible to report. The manager en- 
dowed with less favourable information thus ab- 
stains from reporting any discretionary 
restructuring provision. In contrast, when current 
operating earnings do not exceed the lower bound 
of the bonus plan, reporting a discretionary re- 
structuring provision has a positive effect on a 
manager’s expected earnings-based compensation. 
Hence, no separating equilibrium can obtain. 

This paper predicts that, when a separating 
equilibrium prevails, the firms that do report dis- 
cretionary provisions are less likely to experience 
low earnings in the next periods than the firms 
which do not report any discretionary provisions. 
It also predicts that the former firms should experi- 
ence, on average, positive abnormal returns 
around the announcement dates of the discretion- 
ary provisions. Conversely, when a pooling equili- 
brium obtains, the model does not predict positive 
abnormal returns around the announcement dates 
of the discretionary provisions. Write-down firms 
in Elliott and Shaw (1988) and Zucca and Camp- 
bell (1992) tend to be amongst the worst perform- 
ers in their industries while write-down firms in 
Strong and Meyer (1987) tend to be average per- 
formers. As separating equilibria can only obtain 
when the current operating earnings exceed the 
lower bound of a manager’s bonus plan, this paper 
thus explains why write-downs are good news in 
the latter paper and no news or bad news in the 
former papers. 

The paper then extends the model to allow for 
the probability of a successful restructuring being 
distributed over an interval. When current oper- 
ating earnings exceed the lower bound of the bo- 
nus plan, a perfectly revealing equilibrium, in 
which all but the manager endowed with the least 
favourable information report discretionary re- 
structuring provisions, can obtain. The higher the 
probability of experiencing a successful restructur- 
ing, the higher the restructuring provision. The pa- 
per thus predicts that the abnormal share price re- 
action to the announcement of a discretionary 
provision should be increasing in the size of the 
provision. 

The paper is organised as follows. The basic 
model is described and analysed in Section 2. An 
extension to deal with a continuum of types of 
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firms can be found in Section 3. A summary is 
provided in Section 4. 


2. The basic model 


This section introduces a model focusing on the 
managerial provision policy in a world of asym- 
metric information. The model comprises a firm, 
a manager, and a financial market in a multi- 
period’ setting at the end of which the firm is liq- 
uidated. The firm is about to be physically restruc- 
tured. The manager has private information about 
the likelihood of success of his restructuring ac- 
tion. He may recognise all or part of the future 
expenditure associated with the restructuring ac- 
tion by reporting a discretionary restructuring pro- 
vision. The model is simplified in order to concen- 
trate on the informative role of the manager’s 
provision policy. In particular, the manager is as- 
sumed to be risk-neutral and the capital of the firm 
is assumed to consist only of equity.5 This section 
provides sufficient conditions for the manager to 
communicate his private information through his 
provision policy. 


2.1. Description 

A firm, that has been trading for one period, is 
experiencing a change in its environment. In the 
absence of any restructuring, it will fail and will 
not be profitable in the next period, at the end of 
which it will be liquidated. The firm’s manager 
may however take between the current date ¢, and 
the end-of-period (and liquidation) date t, a re- 
structuring action involving expenditure R. There 
is an asymmetry of information between the man- 
ager and the financial market about the likelihood 
of success of this restructuring action, which is 
captured by the firm’s type. The firm may be 
‘good’ or ‘bad’, the two types of firms differing 
only in the density functions of the operating earn- 
ings (earnings before the recognition of any ex- 
pense associated with the restructuring action) 
generated during the next period in the event re- 
structuring takes place. The density function of the 
operating earnings generated by the good firm will 
be denoted by m (A!) while the density function of 
the operating earnings generated by the bad firm 
will be denoted by m,(A'). The good firm’s cu- 
mulative distribution function of operating earn- 
ings M.(A!) is assumed to stochastically dominate 
in the first-order sense the bad firm’s cumulative 


4 In order to simplify the exposition, the model consists of 
the smallest number of reporting dates allowing for a proper 
analysis of the manager’s reporting choice (two dates). The 
propositions developed in this paper would, however, still ob- 
tain in a setting consisting of more reporting dates. 

5 These assumptions are made for exposition purposes. The 
propositions developed in this paper would still obtain if these 
assumptions were violated. 
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distribution function of operating earnings 
M,(A'). The manager has perfect knowledge of his 
firm’s type. The financial market’s prior belief is 
that the firm is good with probability p. 

The bad firm’s operating earnings obtaining at 
date zt, are assumed to exceed the expenditure as- 
sociated with the restructuring action with some 
strictly positive probability.® It can then be shown 
that, given his compensation, the manager will find 
it incentive-compatible to take the restructuring 
action. The remaining part of the paper thus con- 
centrates on the recognition of the expenditure as- 
sociated with the restructuring action in the firm’s 
accounts. 


2.1.1. Managerial discretion in reporting 

At the current date tẹ the manager has to report 
the earnings generated by his firm during the pre- 
vious period. The manager may recognise at date 
f all or any part of the expenditure R associated 
with the restructuring action to be taken in the 
next period. In other words, he may report at date 
t a discretionary restructuring provision. The 
manager’s choice is captured by r, with {r= W, W 
€ (0, R]} indicating that the manager reports a dis- 
cretionary restructuring provision W and {r=0} 
indicating that the manager abstains from report- 
ing any discretionary restructuring provision.”* 
Reporting a discretionary restructuring provision 
W at date t, brings forward an expense W from 
date ¢, to date t. If the operating earnings gener- 
ated in the previous period are denoted as 4°, re- 
porting a discretionary restructuring provision W 
thus results in earnings reported at date t, A°(W), 
with A°(W)=A°— W, and earnings reported at 
date ¢, A1(W), with A(W)=A'-R+ W. 


2.1.2. Manager’s compensation 

The manager is rational and decides whether or 
not to report a restructuring provision recognising 
that he is endowed with earnings-based bonus 
plans and maturing stock-options. These earnings- 
based bonus plans are assumed to be bounded be- 
low and linearly increasing in the firm’s reported 


6 More formally: MR) < 1. 

To focus on the information content of discretionary re- 
structuring provisions, managerial discretion in reporting is as- 
sumed to be limited to both the decision whether or not to 
report a provision and the magnitude of such a provision. 
Given the structure of the model, the decision whether or not 
to report a discretionary restructuring provision is thus the only 
signal available to the manager. 

The propositions derived in this section would still obtain 
if managerial discretion was limited to recognition as opposed 
to valuation. Similarly, the propositions derived in this paper 
would still obtain if there was no upper bound on the size of 
any allowed restructuring provision. 
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earnings when the firm is reporting profits. The 
stock-options are assumed to mature at date t,.!9 
In order to facilitate the exposition, the stock-op- 
tions’ exercise price is furthermore assumed to be 
nil.!! More formally, the manager’s compensation 
is given by the following expression: 


a max[0, 4 ()] + ¿V (r) + óB max{0, A’ (r)] (D 


where a, with 0 < < 1, represents the proportion 
of the firm’s profits allocated to the manager’s bo- 
nus plans at date ¢,; B, with 0<f<1, represents 
the proportion of the firm’s profits allocated to the 
manager’s bonus plans at date z,; £, with 0< ¿< 
1, represents the proportion of the firm equity al- 
located to the manager as stock-options; V™ (r) 
represents the market value of the firm as inferred 
by the financial market at date t; and ó, with 0 
<d<1, represents the manager’s rate of time 
preference. 

The manager’s objective function is determined 
exogenously in this model. It would however ap- 
pear to be compatible with the compensation 
schedules observed empirically [Healy (1985)]. It 
might also be justified on more theoretical 
grounds. The game analysed in this paper may be 
considered as a subgame of a larger game involv- 
ing a moral hazard problem between the firm’s 
manager and shareholders. In an environment 
characterised by a separation between ownership 
and management, the manager’s optimal compen- 
sation schedule may depend on both stock prices 
and reported earnings, despite the fact that stock 
prices impound all available information including 
earnings (Bushman and Indejikian, 1993; Kim and 
Suh, 1993). In such an environment, it may 
furthermore be optimal to leave the manager some 
discretion in reporting as the accounting choice 
may reveal some information about the manager’s 
actions or effort, and thus alleviate the underlying 
moral hazard problem (Demski, Patell and Wolf- 
son, 1984; Dye and Verrechia, 1995; Verrechia, 
1986). 


2.1.3. Manager's maximisation programme 
The manager of a firm of type q, where {q = G) 
denotes the good firm and {q = B} denotes the bad 


? The functional form taken by the manager's earnings-based 
compensation is similar to the one introduced by Healy (1985). 
The propositions developed in this paper would still obtain if 
either the compensation function was not linear in reporting 
earnings or the lower bound was different from zero. 

10 The propositions derived in this paper would still obtain 
if, in addition to stock-options maturing prior to the end of the 
period, there were also stock-options maturing at the end of 
the period. 

ll The propositions derived in this paper would still obtain 
as long as the stock-options’ exercise price was lower than the 
intrinsic share price of the bad firm regardless of the restruc- 
turing provision reported. 
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firm, thus decides whether or not to report a re- 
structuring provision with the following objective: 


max C, (r) +¿ y“ (r) 2) 
st. re[0, R] 


where C,(r)=a max[0, A%r)]+óBElmax[0, A'(r)]ig] 
Is the earnings-based compensation expected by 
the manager of a firm of type q selecting r. Given 
rational expectations by investors, V*(r)= 
ELV (r)|r], where V(r) represents the intrinsic value 
of a firm of type g when the manager selects r. 

The magnitude of the restructuring provision re- 
ported affects a manager’s earnings-based com- 
pensation and hence a firm’s cash-flows. The in- 
trinsic value of a firm of any type thus depends on 
the magnitude of the restructuring provision re- 
ported by the firm’s manager. The intrinsic value 
of the good firm is therefore assumed to exceed 
the intrinsic value of the bad firm, regardless of 
the restructuring provisions selected. The number 
of maturing stock-options is also assumed to be 
small enough, so that the ‘first-order’ effect of a 
restructuring provision on the manager’s earnings- 
based compensation is not cancelled out by the 
‘second-order effect of the change in the man- 
ager’s earnings-based compensation on the per- 
ceived market value of the manager’s stock-op- 
tions on and off the equilibrium path. 


2.2. Strategic analysis 

This section provides conditions under which 
various types of equilibria may obtain. The equili- 
brium concept used in this paper is a perfect Bay- 
esian equilibrium (PBE). In the context of this pa- 
per, a perfect Bayesian equilibrium is a set of 
strategies and beliefs—-made up by the good firm’s 
choice of restructuring provision, the bad firm’s 
choice of restructuring provision, the financial 
market’s conditional valuation of the firm, and the 
belief about the firm’s type held by the financial 
market when faced with out-of-equilibrium selec- 
tions of restructuring provisions—satisfying the 
following properties: the choices of restructuring 
provisions are optimal given the financial market’s 
conditional valuation and the financial market’s 
belief about the firm’s type is derived from the 
application of Bayes’ rule whenever possible.!? 

The nature of the equilibria obtaining in this pa- 
per depends on the magnitude of the current op- 
erating earnings generated by the firm: 
Lemma 1. When the earnings reported at the cur- 
rent date exceed the lower bound of the manager’s 
bonus plan whatever the reporting choice made, 


12 Fudenberg and Tirole (1991) define a perfect Bayesian 
equilibrium as ‘a set of strategies and beliefs such that, at any 
stage of the game, strategies are optimal given beliefs, and be- 
liefs are obtained from equilibrium strategies and observed ac- 
tions using Bayes’ rule’. 
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that is, A°- R20, and the probability that the 
firm’s restructuring will be unsuccessful is high 
enough, reporting a discretionary restructuring 
provision adversely affects a manager’s expected 
earnings-based compensation, whatever the type 
of his firm. This cost is higher to the manager of 
the bad firm than it is to the manager of the good 
firm. The difference between the cost to the man- 
ager of the bad firm and the cost to the manager 
of the good firm is furthermore strictly increasing 
in the size of the provision reported. In contrast, 
when current operating earnings do not exceed the 
lower bound of the bonus plan, that is, 4° < 0, re- 
porting a discretionary restructuring provision has 
a positive effect on a manager’s expected earnings- 
based compensation, whatever the type of his 
firm.}3 

Proof. If the earnings reported at the current date 
exceed the lower bound of the bonus plan what- 
ever the reporting choice made, that is, A°— R> 
0, the earnings-based compensation expected by 
the manager of a firm of type q reporting a dis- 
cretionary restructuring provision W, CW), is 
given by the following equality: 


C,(W) = aA’ — W) + 5p 


1 O (A!-R+ Wym gA dA' (3) 
R— W 


If the probability that the good firm’s restruc- 
turing will be unsuccessful is high enough’, that is, 
1-M,(0) < 


reporting a discretionary 


es 
dp’ 
restructuring provision W thus adversely affects a 
manager’s expected earnings-based compensation, 
whatever the type of his firm. In contrast, when 
the current operating earnings do not exceed the 
lower bound of the manager’s bonus plan, that is, 
A° <0, the earnings-based compensation expected 
by the manager of a firm of type q reporting a 
discretionary restructuring provision W, C (W), is 
given by the following equality: 


c= (a! R+ WA dA (a 
R-W 


Reporting a discretionary restructuring provi- 
sion W thus has a positive effect on a manager’s 
expected earnings-based compensation, whatever 


13 Interim cases, in which 0 < A9 < R, are ignored as they do 
not provide any additional insights. 

The propositions developed in this paper obtain as long as 

the probability that the bad firm’s restructuring will be unsuc- 


unsuccessful is high enough, that is, | — M, (0) < af in which 
the reporting of a discretionary restructuring provision W may 


or may not have an adverse effect on the earnings-based com- 
pensation expected by the manager of the good firm. 
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the type of his firm. The benefit of reporting a dis- 
cretionary restructuring provision is furthermore 
higher to the manager of the good firm than it is 
to the manager of the bad firm. 


2.2.1. Equilibrium reporting decisions when 
current operating earnings exceed the lower 
bound of the manager’s bonus plan and the 
probability that the firm’s restructuring will be 
unsuccessful is high enough. 

When the earnings reported at the current date 
exceed the lower bound of the manager’s bonus 
plan whatever the reporting choice made, that is, 
A°— R20, and the probability that the firm’s re- 
structuring will be unsuccessful is high enough, the 
following propositions obtain: 


Proposition 1. No separating equilibrium, in 
which the manager of the bad firm chooses 
to report a discretionary restructuring pro- 
vision and the manager of the good firm 
chooses not to report any discretionary pro- 
vision, can possibly obtain. 


Proof. No separating equilibrium, in which the 
manager of the bad firm reports a discretionary 
provision W while the manager of the good firm 
abstains from reporting any discretionary provi- 
sion, can obtain because the manager of the bad 
firm finds it incentive-compatible to defect from 
his equilibrium strategy. By deviating from his 
equilibrium strategy and pooling with the manager 
of the good firm, the manager of the bad firm de- 
rives the following incremental utility, C,(0)— 
C XW))+t[V (0) — VAW), which is strictly positive. 
By defecting from his separating equilibrium 
strategy and pooling with the manager of the good 
firm, the manager of the bad firm enjoys an 
increase in both his earnings-based compensation 
and the proceeds resulting from the exercise of his 
maturing stock-options. 


Proposition 2. A separating equilibrium, in 
which the manager of the good firm reports 
a discretionary restructuring provision W, 
the manager of the bad firm abstains from 
reporting any discretionary provision, and 
investors believe that any deviating firm is a 
bad firm, obtains if the discretionary restruc- 
turing provision satisfies the following 
inequalities: 
C (0)— C¿(W)<¿ [V(W)— V0) < 
CA0)-C,(W) (5) 


The set of discretionary restructuring provi- 
sions satisfying these conditions is not empty 
if the number of maturing stock-options is 
small enough, that is, if: 
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r< Cs (Ü) — Cs (R) (@ 
Vg (R)— Vg (0) 

A continuum of separating equilibria may 
thus obtain. In each of these equilibria, the 
equilibrium restructuring provision W be- 
longs to the interval [W*, R], where W* is 
the provision reported by the manager of the 
good firm m the efficient separating 
equilibrium. !° 

Proof. A proof of Proposition 2 can be found in 
the Appendix. The intuition 1s as follows. Report- 
ing a discretionary restructuring provision consists 
in bringing forward an expense from the end to 
the beginning of the period. The higher the prob- 
ability that the firm’s restructuring will be unsuc- 
cessful, the lower the probability that the operat- 
ing earnings generated at the end of the period will 
exceed the lower bound of the earnings-based bo- 
nus plan. Thus, when current operating earnings 
exceed the lower bound of the bonus plan and the 
probability that the firm’s restructuring will be un- 
successful is high enough, reporting a discretionary 
restructuring provision adversely affects a man- 
ager’s expected earnings-based compensation. The 
higher the probability that the firm’s restructuring 
will be unsuccessful, the more adverse the ef- 
fect.For the manager of the good firm not to de- 
viate from his equilibrium policy, the marginal 
gain from deviating, that is, the increase in his 
earnings-based compensation resulting from ab- 
staining from reporting a discretionary provision, 
should be smaller than the marginal cost from de- 
viating; that is, the decrease in his compensation 
resulting from his firm being identified as a bad 
firm. Similarly, for the manager of the bad firm 
not to deviate from his equilibrium policy, the 
marginal gain from deviating, that is, the increase 
in his compensation resulting from his firm being 
identified as a good firm, should be smaller than 
the marginal cost from deviating—that is, the 
decrease in his earnings-based compensation re- 
sulting from the impact of the discretionary pro- 
vision on his firm’s reported earnings. When the 
number of stock options is small enough, there ex- 
ists ‘feasible’ restructuring provisions, that 1s, re- 
structuring provisions which do not exceed the re- 
structuring expenditure, which the manager of the 
good firm finds incentive-compatible to report and 
the manager of the bad firm finds incentive-com- 
patible not to report. 


Corollary 1. Controlling for surprises in cur- 
rent operating earnings, the market reaction 
to the announcement of a discretionary pro- 
vision in a separating equilibrium is positive. 


15 In the efficient separating equilibrium, the manager of the 
good firm reports the discretionary restructuring provision W* 
which leaves the manager of the bad firm indifferent between 
complying with and defecting from his equilibrium choice. 
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Proof. A formal proof can be found in the Appen- 
dix. Intuitively, the market reaction to the 
announcement of a discretionary provision in a 
separating equilibrium is positive because the dis- 
cretionary restructuring provision signals that the 
firm is good. 


Proposition 3. A pooling equilibrium, in 
which the managers of both types of firms 
choose to report a discretionary restructur- 
ing provision W and investors believe that a 
firm deviating from this provision policy is a 
bad firm, obtains if the prior probability that 
the firm is good is high enough. A continuum 
of pooling equilibria may thus obtain. 


Proof. A proof of Proposition 3 can be found in 
the Appendix. The intuition is as follows. A pool- 
ing equilibrium, in which firms of both types do 
report a discretionary restructuring provision W 
and investors believe that a firm deviating from 
this provision policy 1s a bad firm, can only obtain 
if investors’ prior beliefs are that the firm is a good 
firm with a high enough probability, since other- 
wise, the marginal benefit accruing to the manager 
of a bad firm deviating from his equilibrium 
strategy and abstaining from reporting any discre- 
tionary provision, that is, the increase in the man- 
agers earnings-based compensation resulting from 
abstaining from reporting any discretionary pro- 
vision, would exceed the marginal cost resulting 
from his firm being identified as a bad firm. 


Proposition 4. A pooling equilibrium, in 
which the managers of both types of firms 
do abstain from reporting any discretionary 
restructuring provisions, and investors be- 
lieve that a firm deviating from its equili- 
brium strategy is a bad firm, always obtains. 


Proof. The proof of Proposition 4 is similar to that 
of Proposition 3 and is therefore omitted. The in- 
tuition is as follows. The manager of any firm, who 
deviates from his equilibrium strategy by reporting 
a discretionary provision, suffers from a decrease 
in both his earnings-based compensation and the 
proceeds resulting from the exercise of his matur- 
ing stock-options. No manager will thus ever want 
to deviate from his equilibrium strategy. 

A large number of equilibria can thus obtain. 
This is due to the equilibrium concept used in the 
paper which does not restrict beliefs off the equili- 
brium path. Some of the equilibria derived in this 
section may however be sustained by outrageous 
beliefs. Strategic refinements which attempt to put 
‘sensible’ restrictions on beliefs off the equilibrium 
path are thus considered: 


Proposition 5. Both pooling and separating 
PBEs are sequential.!* But only the pooling 


IŚ A set of strategies and beliefs is said to form a sequential 
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equilibrium, in which both firms report the 
largest allowed discretionary restructuring 
provision R, and the efficient separating 
equilibrium do survive the D1 criterion in- 
troduced by Cho and Kreps (1987). These 
equilibria are also the only ones to satisfy 
Banks and Sobel’s (1987) Ultimate Divinity 
and Kohlberg and Mertens’ (1986) Never 
Weak Best Response (NWBR) strategic 
refinements. 


Proof. The proof of Proposition 5 can be found in 
the Appendix. The intuition is as follows. The sep- 
arating equilibria are sustained by the out-of- 
equilibrium belief that any deviating firm is a bad 
firm. This belief may however not be ‘sensible’. Let 
us, for instance, consider a non-efficient separating 
equilibrium and an out-of-equilibrium restructur- 
ing provision which is smaller than the equilibrium 
one but larger than the efficient one. As the cost 
of reporting a restructuring provision is higher to 
the manager of the bad firm than it is to the man- 
ager of the good firm and furthermore increases in 
the size of the provision, the commonly used stra- 
tegic refinements considered in this paper impose 
the following out-of-equilibrium belief: any firm 
reporting this out-of-equilibrium provision is a 
good firm. But this belief induces the manager of 
the good firm to defect from his equilibrium 
strategy. No non-efficient separating equilibrium 
can therefore survive the commonly used strategic 
refinements considered in this paper. It can 
furthermore be shown that both the equilibria sur- 
viving the strategic refinements considered in 
Proposition 5 cannot coexist for a given set of par- 
ameters. When the number of stock-options the 
manager is endowed with is small enough, the ef- 
ficient separating equilibrium is thus the only 
equilibrium obtaining in the game. 


2.2.2. Equilibrium reporting decisions when current 
operating earnings do not exceed the lower bound 
of the manager's bonus plan. 

When the current operating earnings do not ex- 
ceed the lower bound of the manager’s bonus plan, 
that is, A°<0, the following propositions obtain: 


Proposition 6. A continuum of pooling equi- 
libria, in which the managers of both types 
of firms either elect to report a discretionary 
restructuring provision W or abstain from 
reporting any provision and investors believe 
that a firm deviating from the equilibrium 
provision policy is a bad firm, obtain if the 
prior probability that the firm is good is high 


equilibrium if it is both sequentially rational and consistent. A 
set is consistent if it is the limit of some sequence of mixed 
strategies and beliefs, where the beliefs are derived from the 
application of Bayes’ rule. 
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enough. No other equilibrium can possibly 
obtain. 

Proposition 7. All pooling equilibria are se- 
quential. But only the pooling equilibrium, 
in which the managers of both types of firms 
choose to report the largest allowed discre- 
tionary restructuring provision R, survives 
strategic refinements such as Cho and Kreps 
(1987) DI criterion, Banks and Sobel’s 
(1987) Ultimate Divinity, or Kohlberg and 
Mertens’ (1986) Never Weak Best Response 
(NWBR) strategic refinements.!’ 


Corollary 2. Controlling for surprises in cur- 
rent operating earnings, there is no abnormal 
share price reaction to the announcement of a 
discretionary restructuring provision. 


Proof. A proof of the non-existence of separating 
equilibria can be found in the Appendix. The 
proof of Proposition 7 is similar to that of Prop- 
osition 5 and is therefore omitted. The intuition is 
as follows. Reporting a discretionary restructuring 
provision consists in bringing forward an expense 
from the end to the beginning of the period. When 
current operating earnings do not exceed the lower 
bound of the bonus plan, reporting a discretionary 
restructuring provision has a positive effect on a 
manager’s expected earnings-based compensation, 
whatever the type of his firm. Hence, no separating 
equilibrium, in which the manager of the good 
firm reports a discretionary provision and the 
manager of the bad firm abstains from reporting 
any discretionary restructuring provision, can 
possibly obtain. Furthermore, as the benefit of 
reporting a discretionary restructuring provision is 
higher to the manager of the good firm than it is 
to the manager of the bad firm, no separating 
equilibrium, in which the manager of the bad firm 
reports a discretionary provision and the manager 
of the good firm abstains from reporting any dis- 
cretionary restructuring provision, can possibly 
obtain. The pooling equilibria, in which the man- 
agers of both types of firms either elect to report 
a discretionary restructuring provision or abstain 
from reporting any restructuring provision, are 
sustained by the out-of-equilibrium belief that any 
deviating firm is a bad firm. This belief may, how- 
ever, not be ‘sensible’. Consider any pooling equili- 
brium in which the managers of both types of 
firms elect to report a discretionary restructuring 
provision which is strictly smaller than the largest 
allowed one. As the benefit of reporting a discre- 


17 An introduction to these strategic refinements can be 
found in Fudenberg and Tirole (1991). 

18 By deviating from his equilibrium strategy and pooling 
with the manager of the good firm, the manager of the bad 
firm enjoys an increase in both his earnings-based compensa- 
tion and the proceeds resulting from the exercise of his matur- 
ing stock-options. 
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tionary restructuring provision is higher to the 
manager of the good firm than it is to the manager 
of the bad firm—and furthermore increases in the 
size of the provision—the commonly used strategic 
refinements considered in this paper impose the 
following out-of-equilibrium belief: any firm re- 
porting the largest allowed discretionary restruc- 
turing provision is a good firm. But this belief in- 
duces the managers of both types of firms to defect 
from their equilibrium strategies. By deviating 
from their equilibrium strategies, they enjoy in- 
creases in both their earnings-based compensation 
and the proceeds resulting from the exercise of 
their maturing stock-options. No pooling equi- 
libria, in which the managers of both types of firms 
elect to report a discretionary restructuring pro- 
vision which is strictly smaller than the largest al- 
lowed one, can therefore obtain. Only the pooling 
equilibrium, in which the managers of both types 
of firms choose to report the largest allowed dis- 
cretionary restructuring provision, thus survives 
the commonly used strategic refinements con- 
sidered in this paper. 


3. Extension to a continuum of types of 
firms 


The basic model introduced in the previous section 
considered a firm experiencing a change in its 
environment and about to be restructured. The 
firm could be of two types: good or bad. The 
model is now extended to deal with a continuum 
.of types of firms, the type of the firm g capturing 
the likelihood of success of the restructuring action 
(and hence the cumulative distribution of the op- 
erating earnings generated at the end of the 
period). The probability q is distributed on the in- 
terval [gmin marl With 0 < Gmin < amar < 1, according 
to a strictly increasing distribution function. For 
any q and g, with q < g, the cumulative distribution 
of the operating earnings generated at the end of 
the period by a firm of type Z stochastically dom- 
inates in the first-order sense the cumulative dis- 
tribution of the operating earnings generated at 
the end of the period by a firm of type z. Gross 
of the manager’s compensation, the intrinsic value 
of a firm of type g is furthermore assumed to be 
increasing in q. The manager has perfect knowl- 
edge of his firm’s type. The financial market only 
knows the distribution of q. 

As in the previous section, the manager has to 
report the earnings generated by his firm during 
the previous period. He may recognise all or some 
part of the future expenditure R associated with 
his restructuring action. Attention is restricted to 
the case in which the earnings reported at the cur- 
rent date exceed the lower bound of the bonus 
plan whatever the reporting choice made, that is, 
A? — R20. Attention is also restricted to the case 
in which the probability that the restructuring of 
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the firm of quality gna will be unsuccessful is high 
enough, 

a i ! 
55 The manager’s choice 


is captured by r, with {r= W, W e (0, R]} indi- 
cating that the manager reports a discretionary re- 
structuring provision W and {r=0} indicating 
that the manager abstains from reporting any dis- 
cretionary restructuring provision. He takes his de- 
cision, recognising that he is endowed with the bo- 
nus plans and maturing stock options described in 
the previous section. The financial market per- 
ceives the firm's type q to be a function of the size 
of the provision. This function will be referred to 
as q(r).? The manager of a firm of type q thus 
selects r with the following objective: 


max C, (r) +6" (r) 
st. reé[0, R] 


Maximising this objective function for any given 
market valuation schedule g(r) determines an op- 
timal provision r*, which depends on the quality 
of the firm g. We are however not interested in 
any arbitrary market valuation schedule g(r). 
Rather, we shall restrict our attention to market 
valuation schedules which have an equilibrium 
property. A market valuation schedule g(r) is said 
to be an equilibrium valuation schedule if the qual- 
ity of the firm q is correctly identified by the mar- 
ket for all values of g.% More formally: g[r*(q)| 
=q. The extended model introduced in this section 
enables us to derive the following proposition: 


that is, 1—Mq,,,. (0) < 


(7) 


Proposition 8. There exists a unique efficient 
equilibrium valuation schedule g(r). In this 
equilibrium, the manager of the firm of the 
worst quality abstains from reporting any 
discretionary restructuring provision and the 
managers of all other types of firm do report 
a discretionary restructuring provision. The 
larger the provision, the higher the likelihood 
of success of the restructuring action. It is 
furthermore implementable, that is, the 
equilibrium discretionary restructuring pro- 
vision reported by the manager of the firm 
of the best quality does not exceed the re- 
structuring expenditure R to be incurred in 
the future, as long as managers are endowed 
with a small number of stock-options. 


Corollary 3. Controlling for surprises in cur- 
rent earnings, the abnormal share price re- 
action to the announcement of a discretion- 


'9 This function is assumed to be infinitely differentiable in 
all variables. The proposition derived in this section would still 
obtain if it was differentiable almost anywhere. 

20 This definition of an equilibrium valuation schedule is 
similar to the one provided by Leland and Pyle (1977). 
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Figure 1 
Equilibrium restructuring provision schedule 


r (q) 


Gmin q 


This graph shows how the equilibrium restructuring 
provision r* reported by the manager is increasing 
in the quality q of his firm. 





ary restructuring provision is a strictly 
increasing function of the size of the provi- 
sion reported. 


Proof. A formal proof of Proposition 8 and its cor- 
ollary can be found in the Appendix. The equili- 
brium restructuring provision schedule is illus- 
trated in Figure 1. 

The intuition is as follows. The cost of reporting 
a discretionary restructuring provision is decreas- 
ing in the probability of success of the restructur- 
ing action. In any separating equilibrium, the val- 
uation schedule g(r) is thus increasing in r. When 
the number of stock-options is small enough, the 
equilibrium discretionary restructuring provision 
reported by the manager of the firm of the best 
quality furthermore does not exceed the restruc- 
turing expenditure R to be incurred in the future. 
As the type of any firm is revealed in any separat- 
ing equilibrium, the manager of the firm of the 
worst quality abstains from reporting any discre- 
tionary restructuring provision. 


4. Summary 


This paper introduces a model seeking to explain 
the discretionary write-downs, write-offs, and 
other provisions reported by managers. It consid- 
ers a firm about to be restructured, a manager, and 
a financial market. The manager is endowed with 
some private information, favourable or less fa- 
vourable, about the likelihood of success of his re- 
structuring action, which is captured by the firm’s 
type. He chooses whether or not to report a dis- 
cretionary restructuring provision recognising that 
he is endowed with earnings-based bonus plans 
and maturing stock-options, the earnings-based 
bonus plan being capped below and strictly in- 
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creasing in reported earnings when reported earn- 
ings exceed some threshold. The financial market 
values the firm’s equity according to the reporting 
choice made by the manager. The paper provides 
sufficient conditions for separating and pooling ra- 
tional expectations equilibria to obtain. 

The nature of the equilibria obtaining depends 
on the magnitude of the current earnings to be 
reported by the firm’s manager. When the current 
earnings exceed the lower bound of the bonus 
plan, separating equilibria, in which the manager 
endowed with favourable information reports a 
discretionary restructuring provision while the 
manager endowed with less favourable informa- 
tion abstains from reporting any provision, can 
obtain. When the number of stock-options the 
manager is endowed with is small enough, the ef- 
ficient separating equilibrium is furthermore the 
only equilibrium to pass commonly used strategic 
refinements. Conversely, when the current earnings 
to be reported by the firm’s manager do not exceed 
the lower bound of the manager’s bonus plan, no 
separating equilibria can obtain. The equilibrium 
in which both the manager endowed with favour- 
able information and the manager endowed with 
less favourable information choose to report the 
largest allowed discretionary restructuring provi- 
sion is furthermore the only equilibrium to pass 
commonly used strategic refinements. 

In this paper, the manager endowed with fa- 
vourable information signals the quality of his 
firm, and thus the likelihood of his firm seeing a 
successful restructuring, by reporting a discretion- 
ary restructuring provision covering part of the fu- 
ture expenditure associated with the firm’s restruc- 
turing. If the firm’s restructuring involves any 
write-downs or write-offs of assets, the manager 
endowed with favourable information can also sig- 
nal the quality of his firm by reporting a discre- 
tionary write-down or write-off. This is so because 
reporting a discretionary write-down or write-off 
also brings forward an expense which otherwise 
would have been recognised at a later date. 

This paper predicts that, when a separating 
equilibrium prevails, the firms which do report dis- 
cretionary write-downs, write-offs, and other re- 
structuring provisions are less likely to experience 
low earnings in the next periods than the firms 
which do not report any. The paper also predicts 
that the former firms should experience, on aver- 
age, positive abnormal returns around the 
announcement dates of the discretionary provi- 
sions. Conversely, when a pooling equilibrium ob- 
tains, the paper predicts no positive abnormal re- 
turns. This paper thus explains why write-downs 
are good news in Strong and Meyer (1987) and no 
news or bad news in Elliott and Shaw (1988) and 
Zucca and Campbell (1992). 
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A. Appendix 


A.1. Proof of Proposition 2 

In a separating equilibrium, the manager of the 
bad firm reveals his type and chooses therefore not 
to report any discretionary provision. If he chose 
to report a provision, he would strictly gain by 
abstaining from reporting a provision because re- 
porting a provision decreases his earnings-based 
compensation. Conversely, the manager of the 
good firm chooses to report a discretionary pro- 
vision W. If he chose not to report a provision, 
the equilibrium would be a pooling rather than a 
separating one. Let us therefore consider the fol- 
lowing set of strategies and beliefs. The manager 
of the bad firm chooses to abstain from reporting 
any discretionary provision, the manager of the 
good firm chooses to report a discretionary pro- 
vision W, and investors believe that any out-of- 
equilibrium provision W is reported by the man- 
ager of the bad firm. By deviating from his 
separating strategy and pooling with the manager 
of the bad firm, the manager of the good firm de- 
rives the following incremental utility: C,(0)— 
Cw) - CV ,(0) -V,(W)]. Similarly, by deviating 
from his separating strategy and pooling with the 
manager of the good firm, the manager of the bad 
firm derives the following incremental utility: 
C (W) — C (O) +CV (W) — V (O)] Neither the 
manager of the good firm nor the manager of the 
bad firm thus have any incentive to deviate if and 
only if the following set of inequalities is satisfied: 


C0) - C(W)<¿ VW- V,(0)] < 
C (0) C AW) (Al) 


This set of inequalities can be met for some W 
smaller or equal to R as long as: 
Cs (0) — Cy (R) 


—V— A2 
STR- V, O u 


A continuum of separating equilibria may there- 
fore obtain. In the separating equilibrium Pareto- 
dominating all other separating equilibria, the 
manager of the good firm reports therefore a dis- 
cretionary provision W*, where: 


E VAW") — VAO = C,(0)— CW) (A3) 


A.2. Proof of Corollary 1 

Let us assume that there is no asymmetry of 
information between the manager and the financial 
market about current operating earnings and that 
a separating equilibrium obtains. Prior to f, the 
market value of any firm is thus pV W)+(1 — 
p)V,(0). The good firm's market value prevailing 
at t, on the announcement date of the discretion- 
ary provision, is Ví — CW). The market reaction 
to the announcement of the discretionary provi- 
sion is thus (1 — p)[V,(W) — V,(0)] > 0. 
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A.3. Proof of Proposition 3 

In this set of pooling equilibria, the managers of 
both the good and bad firms do report a discre- 
tionary provision W. By Bayes’ rule, the posterior 
beliefs held by investors upon observing W have 
to be the same as their prior beliefs. The easiest 
way to support W as a pooling outcome is then to 
assign pessimistic beliefs to any out-of-equilibrium 
provision W.” Let us therefore consider the fol- 
lowing set of strategies and beliefs: the managers 
of both the good and bad firms do report a pro- 
vision W and investors believe that any out-of- 
equilibrium provision W is reported by the man- 
ager of the bad firm. By deviating from his pooling 
strategy, the manager of any firm is thus perceived 
to be the manager of a bad firm. The utility of a 
deviating manager is maximised when W=0, that 
is, when he abstains from reporting any discre- 
tionary provision. By deviating from his pooling 
strategy and abstaining from reporting any discre- 
tionary provision, the manager of the good firm 
derives the following incremental utility: 


C,(0)- CW) —0 [Vg WH) — V £0) — 

CAV AW) — VW) 
By deviating from his pooling strategy and ab- 
staining from reporting any discretionary provi- 
sion, the manager of the bad firm derives the fol- 
lowing incremental utility: 
C (0) - CAW) -E [Vg W) — Vy(0)] — 

(PVE W)-VAW)] (A5) 
A necessary and sufficient condition for the man- 


agers of both types of firms not to deviate from 
their pooling strategies is therefore that: 


C,(0) — CaM- š [VX W)— V,(0)) 
( [Va(W) — VW) 

A.4. Proof of Proposition 5 
4.4.1. Sequential equilibrium 

Fudenberg and Tirole (1991) have shown that 
any perfect Bayesian equilibrium constitutes a se- 
quential equilibrium in games in which each player 
has at most two possible types. 


(A4) 


(A6) 


A.4.2. DI criterion 

We first prove that no pooling equilibrium, in 
which the managers of both good and bad firms 
do report a discretionary provision W, with W< 
R, satisfies the D1 strategic refinement designed by 
Cho and Kreps (1987). Let us therefore assume 
that such a pooling equilibrium does obtain and 


consider an out-of-equilibrium provision W in the 


21 Bayes’ rule does not put any restrictions on the posterior 
beliefs held by investors upon observing an out-of-equilibrium 
provision 
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neighbourhood of W, where W< W<< R. We then 
define Pç so as to satisfy the following equality: 


Co (W) +(Pe= CAW) +( [pVç (W) + 
(I—p) Vg (M) (AZ) 


Similarly, we define Pç so as to satisfy the follow- 
ing equality: 


Cy (W) +(F,= CXW)+¿ [pV (M+ 
(I—p) Vg (W)] (A8) 


By combining both equalities, we obtain the fol- 
lowing equality: 


4 (Ve- Vn) = [Cç (W)— Cç (H)] — 
[Cp (W)— C, (W) (A9) 


From the previous equality, it is clear that V, 
< V, since W > W. The set of market responses Q, 
and Q, inducing the managers of the bad and 
good firms to defect from their equilibrium actions 
are therefore 2,=(V;, V(W)] and Q. =(P;¿ 
VAW) and it is clear that Q, < Q. When faced 
with the out-of-equilibrium provision W, investors 
should therefore believe that it was reported by the 
manager of the good firm. But, these beliefs induce 
the manager of the good firm to defect from his 
equilibrium strategy. No pooling equilibrium, in 
which both good and bad firms do report a dis- 
cretionary provision W < R, can therefore survive 
Cho and Kreps’ D1 criterion. Similar arguments 
can be used to prove that the pooling equilibrium, 
In which the managers of both the good and bad 
firms abstain from reporting discretionary provi- 
sion, does not survive this criterion. 

We now prove that no non-efficient separating 
equilibrium can survive Cho and Kreps’ D1 cri- 
terion. Let us therefore consider a separating 
equilibrium in which the equilibrium provision W 
reported by the manager of the good firm exceeds 
W*. Whatever the response of the financial mar- 
ket, no bad firm would ever want to report an out- 
of-equilibrium provision W in the neighbourhood 
of W, where W* < W < W. This is so because W* 
is the value of the provision for which the manager 
of the bad firm is indifferent between playing his 
equilibrium strategy and being identified as the 
manager of a bad firm, and reporting W* and be- 
ing identified as the manager of the good firm. The 
manager of the good firm may however find it In- 
centive compatible to report W. Let us define Pç 
so as to satisfy the following equality: 


Cg (W) +t Pe = Ce (W) +t [Vç (W) (A10) 


The sets of market responses Q, and Q, inducing 
the managers of the bad and good firms to defect 
from their equilibrium actions are therefore 2,=6 
and 2,=(V,,V,(W)] and it is clear that Q, < Qe- 
When faced with the out-of-equilibrium provision 
W, investors should therefore believe that it was 
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reported by the manager of the good firm. But, 
these beliefs induce the manager of the good firm 
to defect from his equilibrium strategy. No non- 
efficient separating equilibrium can therefore sur- 
vive Cho and Kreps’ D1 strategic refinement. 

We now prove that the efficient separating 
equilibrium survives Cho and Kreps’ D1 criterion. 
To do this, we have to consider two potential types 
of defections W: 


i) 0< W< WW 
i) B* < W 


i) Let us first consider a defection W, where 0 
< W < W*. We already know that, in equilibrium, 
the manager of the bad firm is indifferent between 
his equilibrium action and that of the manager of 
the good firm. More formally: 


Cy (0) +E [Vg ON = C, (W°) +E [Ve (W*)] (A11) 


Let us define V, so as to satisfy the following 
equality: 


Co (W) +t o= Ce (WY +t [Fç (W%)]. (A12) 


Similarly, let us define V, so as to satisfy the fol- 
lowing equality: 


Cp (W)+CV¥_=Cy (0) +0 [Va O] (A13) 
By combining the three equalities, we obtain: 


Ç (Ve- Pa) = [Cç (W*)— Cç (W)] — 
[Cy (W*)— Cp (W) (A14) 


From the previous equality, it is clear that V,> 
P, since W* > W. The sets of market responses Q, 
and £2, inducing the managers of the bad and 
good firms to defect from their equilibrium actions 
are therefore 2,=(V;, VAW) and 2,=(Vg, 
VW), and it is clear that Qoc Q, When faced 
with an out-of-equilibrium provision W, investors 
should therefore believe that it was reported by the 
manager of the bad firm. But, given these beliefs, 
no manager wishes to defect from his equilibrium 
Strategy. 

ii) Alternatively, let us consider a defection W, 
where W*< W. Even if investors believe with 
probability one that the defector is a good firm, 
no firm will ever wish to defect. 

It has been shown that no firm will ever wish to 
defect. The efficient separating equilibrium thus 
satisfies Cho and Kreps’ D1 strategic refinement. 


A.4.3. Ultimate Divinity and NWBR 

Cho and Sobel (1990) show that, for any mon- 
otonic signalling game, criteria Dl, NWBR, and 
universal divinity are equivalent. 
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Let us first show that no separating equilibrium, 
in which the manager of the good firm chooses to 
report a discretionary restructuring provision W 
and the manager of the bad firm chooses to report 
a discretionary restructuring provision W, with 
W<W, can possibly obtain. By deviating from 
his equilibrium strategy and pooling with the man- 
ager of the good firm, the manager of the bad firm 
gains the following incremental utility: C (W ))— 
CXW) + (VA )— VAW), which is strictly posi- 
tive. No separating equilibrium, in which the man- 
ager of the good firm chooses to report a discre- 
tionary restructuring provision W and the 
manager of the bad firm chooses to report a dis- 
cretionary restructuring provision W, with W< 
W , can thus possibly obtain. 

We then show that no separating equilibrium, 
in which the manager of the good firm chooses to 
report a discretionary restructuring provision W 
and the manager of the bad firm chooses to report 
a discretionary restructuring provision W, with 
W<W, can possibly obtain. By deviating from 
his equilibrium strategy and pooling with the man- 
ager of the bad firm, the manager of the good firm 
gains the following incremental utility: CXW)—- 
C (W)+¿[V,(W )— VWE). Similarly, by deviating 
from his equilibrium strategy and pooling with the 
manager of the good firm, the manager of the bad 
firm gains the following incremental utility: 
CAW) — C,(W )+t[VXW)— V,(W )]. For this sep- 
arating equilibrium to obtain, the following ine- 
qualities must thus hold: 


CAM- CAD <b IVAW - V< 
C(W)-CAW) (A15) 


Since Co W )— C (W) > C,(W )— CW), these in- 
equalities however cannot hold. No separating 
equilibrium, in which the manager of the good 
firm chooses to report a discretionary restructuring 
provision W and the manager of the bad firm 
chooses to report a discretionary restructuring 
provision W, with W<W, can thus possibly 
obtain. 


A.6. Proof of Proposition 8 and 
Corollary 3 


Riley (1979) provides a number of conditions 
guaranteeing both the existence and the unique- 
ness of an equilibrium valuation schedule. The first 
part of this proof establishes that the model intro- 
duced in this paper meets the six conditions iden- 
tified by Riley. The second part establishes con- 
ditions in which the equilibrium valuation 
schedule can be implemented, that is, the equili- 
brium discretionary restructuring provision re- 
ported by the manager of the highest quality firm 
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does not exceed R. The third part establishes that 
the abnormal share price reaction to the disclosure 
of a discretionary restructuring provision is strictly 
increasing in the size of the provision. 


A.6.1. Riley conditions 
Using Riley’s notations, the manager’s objective 
function may be rewritten as: 


lqntO=P@ntt” (A18 


with P(q,r)= Cr) and T“ = Vanl). Riley’s con- 
ditions for the existence of a unique equilibrium 
valuation schedule can then be expressed as 
follows: 


1. The unobservable parameter q is distributed on 
a closed interval according to a strictly increas- 
ing distribution function; 

2. The functions I(.) and P(.) are infinitely differ- 
entiable in all variables; 


or 
5 When are and leon, the partial derivative 


h . ; | 
of re with respect to q 1s negative; 
3 


6. I[g, r, P(q, r)] has a unique maximum over r. 


The first four conditions are trivially satisfied. 
The fifth condition is satisfied because: 


i <9 (A17) 
oq A L dqor 

The sixth condition is satisfied since the only maxi- 
mum of J [q, r, IP(q, rì] is r=0. As Riley’s condi- 
tions are satisfied, there exists a unique equilibrium 
valuation schedule g(r). 


A.6.2. Implementation 
From the First Order Condition, one can show 
that the valuation schedule g(r) satisfies the follow- 








ing equality: 
oC, (r) rad n (r) 
dq (r) ór perra Or r= rq) 
a) a bet Fh, 
dr r*(q) ; dV, 
dq |? 
(A18) 


The equilibrium valuation schedule is thus strictly 
increasing in the size of the provision. It can also 
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be implemented as long as the number of stock- 
options the manager is endowed with is small 
enough since: 

dr* (q) _ 


lim (A19) 


c0 


0 Vg 
Proposition 8 thus obtains. ` 


4.6.3. Abnormal returns 
By rewriting the First Order Condition, one ob- 
tains the following inequality: 


Mao _ _ aC o 
dr dr F=r*(Q (A20) 


>0 
Corollary 3 thus obtains. 
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The revaluation of assets as a signalling 
device: a theoretical and an empirical 


analysis 


Ann Gaeremynck and Reinhilde Veugelers* 


Abstract-—In many countries, firms can choose whether or not to report a revaluation in the financial statements. 
An analytical model is developed to indicate conditions in which it is more likely that successful firms will choose 
not to revalue assets as a credible signal to potential investors. These industry settings include a high variance in 
performance and low equity-to-debt ratios. The empirical results for Belgium confirm that successful firms are less 
likely to revalue assets in those industries. However, only the revaluation of fixed tangible assets and not financial 
assets seems to be a credible signal. Finally, the results support the choice to revalue, but not the amount of 


revaluation, as a signalling device. 


1. Introduction 


Accounting laws in many countries, such as the 
UK, Australia and Belgium, allow for the revalu- 
ation of tangible fixed and financial assets in the 
annual accounts. Managers have the discretionary 
power whether or not to report a revaluation of 
assets. Subject to the true and fair view require- 
ments of the financial statements, the amount of 
revaluation recognised in the accounts is also a 
choice variable. 

Previous accounting studies (Brown, Izan and 
Loh, 1992; Whittred and Chan, 1992; Lin and 
Peasnell, 1994; Cotter and Zimmer, 1995) concen- 
trate on contractual relationships to explain the 
decision to revalue assets or not. Highly leveraged 
firms, which are close to, and want to avoid, de- 
fault on their debt covenants, are more likely to 
revalue assets. A decreased borrowing capacity, 
measured by lower cash flows than in the previous 
period, increased secured borrowing and high lev- 
erage, all encourage firms to revalue assets. If a 
revaluation is undertaken other than at the bal- 
ance sheet date, it tends to be associated with debt 
contracting. 


*The authors would like to thank Y. Goegebeur for com- 
putational assistance and Patricia Hughes, Peter Moizer, Dan 
Simunic, Mike Stein, G. Van Herck, F. Verboven and the ref- 
eree for comments on the paper. The comments of the partic- 
ipants on the EAA conference in Bergen and the EIASM work- 
shop in Zurich are gratefully acknowledged. Correspondence 
should be addressed to Ann Gaeremynck (assistant professor), 
Reinhilde Veugelers (full professor), KULeuven, Department 
of Applied Economics, Naamsestraat 69 3000 Leuven, Bel- 
gium, Fax: 32/16326732, Tel: 32/16326921 Tel: 32/16326908. 
Email: ann.gaeremynck@econ.kuleuven.ac.be Email: rein- 
hilde. veugelers@econ.kuleuven.ac.be The final version of this 
paper was accepted in September 1998. 


In these empirical studies firms that revalue as- 
sets are found to be larger, and to have larger pro- 
perty holdings and lower market-to-book values. 
The signalling motive for revaluing assets has not 
been central to the work so far. An exception is 
Lin and Peasnell (1994), who propose the hypo- 
thesis that revaluation of assets is a positive signal 
of future cash flows because it results in a decrease 
in the return on equity. Only when firms have posi- 
tive inside information and shares are undervalued 
will they be prepared to carry the costs of a 
decrease in the return on equity. This hypothesis 
was not confirmed by their evidence. Other studies 
which analysed the abnormal returns on the stock 
exchange after a revaluation of assets yielded 
mixed results (Easton, Eddey and Harris, 1993; 
Standish and Ung, 1982; Emanuel, 1989). 

This paper develops and tests an analytical 
model of the signalling function of the revaluation 
decision in an environment where firms are not 
quoted on a stock exchange, but have to obtain 
funds elsewhere. The environment modelled is one 
where the financial position of a company deter- 
mines the probability of raising funds for new in- 
vestments, while at the same time affecting the 
probability of reorganisation. The revaluation of 
assets 1s found to be a negative signal. Poorly per- 
forming firms benefit more from revaluing assets. 
Since these firms have a smaller net worth, they 
have a larger probability of violating the legal re- 
quirements with respect to their net worth. Be- 
cause the net worth increases when assets are re- 
valued, badly performing firms can cut their 
expected reorganisation costs substantially by an 
asset revaluation. However, in a world of incom- 
pletely informed investors, as the revaluation re- 
duces the return on equity, poorly performing 
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firms that revalue will have more difficulty attract- 
ing new funds. 

If investors believe that the revaluation of assets 
is a negative signal, then it is less likely that funds 
will be provided for an investment project or they 
will be provided only at a higher cost. This results 
in a decrease in the expected cash flows to equity 
of the project. Because successful firms realise 
larger future cash flows, the increase in the ex- 
pected cash flows from not revaluing is larger for 
these firms, while at the same time the increase in 
expected reorganisation costs from not revaluing 
are lower. As a consequence, not revaluing assets 
can be a powerful mechanism used by successful 
firms to signal their success, which is reflected in 
their higher future cash flows. The non-revaluation 
of assets can serve as a positive signal, but not in 
all circumstances. Industry characteristics most fa- 
vourable for signalling are shown to be a high 
variance in performance and low equity-to-debt 
ratios. 

These analytical insights are empirically tested 
using Belgian data. Some evidence is found for the 
signalling hypothesis. Successful firms are more 
likely not to revalue assets only in industries with 
a high variance in performance and low equity-to- 
debt ratios. They can signal their success by not 
revaluing because the signalling cost, measured by 
the closeness to the constraints in their legal cov- 
enant, is smaller for the successful firm. Further, 
signalling can only be done by not revaluing fixed 
tangible assets and not by revaluing financial 
assets. 

The paper is organised as follows. In Section 2 
the institutional environment is described. In Sec- 
tion 3 the signalling model is developed. Univar- 
iate and multivariate tests are presented in the 
empirical analysis of Section 4, and Section 5 con- 
tains the conclusions. 


2. Institutional background 


In Belgium, the shares of only a minority of com- 
panies (about 40) are traded on the Belgian Stock 
Exchange. However, interested parties of closely 
held firms have access to the financial statements, 
which are publicly available, as an information 
source.! Shareholders use the information pro- 
vided in the financial statements to determine the 
price when they occasionally sell shares. Firms 
also raise capital to finance growth. If a Belgian 
firm issues new shares, the price is fixed and the 
shares are more easily sold as the prospects of the 
firm are better. The supply of new funds and the 
interest rate charged by banks also depend on the 
information supplied in the financial statements. 


l All firms of which the owners have limited liability have to 
make their financial statements publicly available at the Na- 
tional Bank. 
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Further, the tax law uses the financial statements 
as the tax base.* A certain accounting method cho- 
sen for tax purposes is only allowed when it is also 
used to prepare the financial statements. 

Finally, the company law uses the financial 
statements to determine whether a firm can dis- 
tribute dividends or is insolvent. A firm is insol- 
vent when its net worth, defined as total assets less 
total liabilities, is smaller than half of the capital. 
If a firm violates this legal covenant, the general 
board of the firm has to develop a reorganisation 
plan or end the activities of the firm (Art. 103 and 
104, Company Law). If the net worth is smaller 
than the minimum level of capital, any stakeholder 
(auditor, debt holders, owners, banks, etc.) can de- 
mand the company be made bankrupt. The finan- 
cial statements also determine the amount of 
dividends. A firm can only distribute profits when 
the net worth, defined as [total assets—total la- 
bilities— value of the intangible assets (excluding 
the value of the set up costs)],* is larger than the 
value of capital and the unavailable reserves? (Art. 
77 bis Company Law). 

When companies raise capital or seek new funds 
from banks, accounting information and account- 
ing choices, which can inform the investors or sup- 
pliers of funds about the performance of the firm, 
are even more important than in other countries 
because share prices are not readily available. One 
such accounting choice is whether to revalue the 
assets. 

The Belgian accounting law allows the revalua- 
tion of fixed tangible and financial assets. Firms 
may revalue fixed tangible assets when their eco- 
nomic value, determined on the basis of their use 


2 The information in the financial statements (reporting 
methods chosen, the amount of provisions, the depreciation 
amounts) is also used for tax purposes. If an accounting 
method is used for reporting purposes, it must also be used for 
tax purposes. The distribution of the income after taxes is 
shown in the balance sheet: the part of the income which will 
be distributed to the different stake holders is part of the short 
term debt, and the undistributed profits are part of the equity. 

3 The capital of a firm is the amount of resources supplied 
by shareholders when the firm is funded. The other parts of a 
firm’s equity are: the share premium, the revaluation reserve, 
the retained earnings, the accumulated profit and the invest- 
ment grants. 

4 The set-up costs and the intangible assets are excluded from 
the net worth to avoid the situation where firms are able to 
distribute dividends only by capitalising these costs. 

5 An unavailable reserve must be formed when the company 
buys shares from its own shareholders (Art. 52 bis, 72 bis and 
128 bis of the Company Law). The shares bought are recorded 
as short term cash investments. After some time, these shares 
are usually cancelled. Compared to the distribution of divi- 
dends, the shareholders receive an income without paying 
taxes, To protect debt holders and to avoid a decrease in eq- 
uity, this procedure is only allowed when the firm realises prof- 
its and an unavailable reserve can be built up, which cannot be 
distributed to the shareholders. When the shares are cancelled, 
the unavailable reserves as well as short term cash investments 
decrease by the same amount. 
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by the firm, is permanently larger than their book 
value. Since no precise rules are prescribed for the 
revaluation of assets, managers can exercise dis- 
cretion whether or not to report an increase in the 
book value of the assets.° The revaluation of fixed 
assets is more discretionary than the revaluation 
of financial assets. If a subsidiary company does 
not realise profits or distribute all profits, the book 
value of the parent company’s financial assets can- 
not be increased. In addition, the revaluation of 
the parent’s financial assets does not supply any 
new information to third parties, because it is al- 
ready disclosed in the financial statements of the 
subsidiary. 

Compared to other countries, the revaluation of 
assets is highly discretionary in Belgium since the 
financial statements of small and medium sized 
firms are not audited independently. As the risk of 
litigation is almost non-existent, an auditor is less 
likely to disallow the revaluation of assets. 

The revaluation of assets results in increases in 
the book values of fixed assets and the revaluation 
reserve, which is part of the owner’s equity (Art. 
34 Royal decree 8 October 1976). If firms revalue 
fixed tangible assets, the revalued assets must be 
depreciated over their remaining life. Hence, the 
revaluation of fixed tangible assets (except land) 
results in a decrease in accounting profits of future 
periods.’ Nevertheless, depreciation of the reval- 
ued amounts is not allowed by the tax authorities 
(Art. 24, Fiscal Law, Art. 44, 1°). Consequently, 
reduced taxes can never be the reason for revalu- 
ing assets. However, some legal requirements can 
be met more easily by revaluing assets (Company 
Law, Article 77 bis, 103 and 104). If a firm reval- 
ues assets, its net worth increases and the legal 
covenant, defined as ({total assets—total liabili- 
ties] > 1/2 capital])* can be met more easily and the 
probability of insolvency decreases. 

The next section develops an analytical model 
to explain the revaluation of assets as a signalling 
device, taking into account the institutional frame- 
work in which firms raise funds in an environment 
without a stock market and where accounting 
information determines the legal definition of an 
. insolvent company. This implies that only the 
book value of the shares is available to the capital 


6 The accounting law does not define whether the revaluation 
amount should be determined by using the new purchasing cost 
or the resale value. 

7 The fixed tangible assets consist of plant, machinery and 
equipment; transportation and office equipment; and land and 
building. They can be separately identified in the financial state- 
ments. As land and building form one category, the depreciable 
and the non-depreciable tangible assets are indistinguishable. 

š The legal covenant is calculated using the financial state- 
ments of the firm. Unlike the condition for dividend distribu- 
tion, the set-up costs and intangible assets are not excluded 
since the legal covenant does not determine the distribution of 
profits. 
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market, where firms raise new capital and share- 
holders trade shares. 


3. The model 


As in the typical signalling models of corporate 
investment (cf. e.g. Meyers and Mayjluf, 1984), 
managers are assumed to possess Inside informa- 
tion about projects for which they seek financing. 
The receiving party is a potential investor, unin- 
formed as to the expected success of a project. In 
an environment of asymmetric information, the 
manager can reveal the success of the new project 
by using financial signals: for instance the level of 
debt (Ross, 1977), the level of debt together with 
the manager’s share of equity (Leland & Pyle, 
1977) or the dividend level (Bhattacharya, 1979; 
1980; Kose and Williams, 1985; Miller and Rock, 
1985). Accounting signals (the type of the auditor, 
Titman and Trueman, 1986; the inventory method, 
Hughes and Schwartz, 1988) can also inform po- 
tential investors about the success of a new project. 
In this paper the signal is the revaluation of assets. 
After observing this accounting signal, i.e. observ- 
ing whether or not the firm revalues its assets, in- 
vestors decide on whether or not to invest in the 
project, which generates either high or low cash 
flows. The signalling function of the asset revalu- 
ation is studied in an environment where the cur- 
rent financial position and the expected success of 
the project determine the probability of raising 
funds for an investment.? 

Given the absence of share prices for most firms, 
the probability that funds are received can be in- 
fluenced but not the share price. As the current 
financial position improves (equity becomes higher 
relative to debt), investors have more confidence 
in the firm. As the new project is expected to be 
more successful, investors and shareholders are 
more willing to provide funds. This greater prob- 
ability of raising funds results in larger expected 
cash flows. 

The probability of not raising the funds given a 
fixed equity/debt ratio is assumed to be: 


p") = exp(—a(E/D+8)) 
where: 


p™(8,): the probability that the money cannot 
be raised given investors believe that the firm 
realises §, as cash flows; 

š: the cash flows from the project as per- 
ceived by investors. Two possible types t are 
considered: s,, (high cash flows) or s, (low 
cash flows); 


(1) 


9 Alternatively, when a stock market exists, instead of fo- 
cusing on the probability of raising funds, the beliefs of the 
investors can be modelled to influence the price or interest rate 
paid for the investment funds, yielding similar conclusions. 
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a: a constant parameter, reflecting the gen- 

eral economic situation; 

- E/D: the amount of equity before revaluation 

as a proportion of total debt. 

The equity-to-debt ratio is similar for both types 
of firm (high or low future cash flows); and it is 
common knowledge. The higher E/D, the higher 
the probability of raising funds. In a complete 
information environment the amount of revalua- 
tion does not influence the probability of raising 
the funds for the project; but it does in the incom- 
plete information environment that we model be- 
cause the revaluation decision is assumed to deter- 
mine investors’ beliefs on the success of the firm, 
Š 

Firms face a probability that they have to lay 
off employees, rearrange activities, and so forth, 
which typically involve reorganisation costs. The 
probability of a reorganisation is smaller when 
funds for the new project are obtained and when 
the current financial position is better. The prob- 
ability of a reorganisation can be expressed as: 


p™(s,,R) =exp(— b(E+R)/Dts,)) (2a) 
where: 


p™#(s,,R): the probability that a reorganisa- 

tion is needed given that funds are acquired 

(O < p < 1); 

s: cash flows from the project for firms of 

type t with t= H, L; 

R: the amount of revaluation, which vartes 

between 0 and M; 

b: a constant term. 

Given that cash flows are realised only when 
funds can be obtained, we also need to define the 
probability of reorganisation in case of no funds.!° 


p™(R) = exp(— b(E+R)/D)) (2b) 


The total expected reorganisation costs, TER, 
are not only determined by the probability of a 
reorganisation p™ and p™® but also by the prob- 
ability of acquiring the funds (1 — p™) and by the 
level of reorganisation costs. Those costs are as- 
sumed to be non-firm specific, fixed and equal to 
C.'! The total expected reorganisation costs (TER) 
for each type of firm depends on the investor’s be- 
liefs on the firm’s type and the amount of revalu- 
ation and on the probability that funds are 
provided. 


TER (š, R)=((1 ~— p™@,))*p™(8,,R)+ 


10 By adding the probability of a reorganisation in the model, 
the idea of violating the legal covenant (Art. 103 and 104, Com- 
pany Law) is introduced in a general way in the model. If a 
firm has a larger chance of a covenant default, the chance of a 
reorganisation is larger. 

11 The assumption of fixed reorganisation costs is a simpli- 
fication. In reality, the size of reorganisation costs depends on 
the firm’s value. 
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p™(s,)*pe™"(R))*C. (3) 

A reasonable assumption is that the probability 
of a reorganisation is smaller if the funds are ob- 
tained than if they are not (this follows from 2a). 

Compared to other accounting methods, e.g. the 
choice of FIFO or LIFO or linear or accelerated 
depreciation, the financial outcome of the revalu- 
ation decision need not be discrete but can be con- 
tinuous from zero up to the maximum level M, 
where M is the maximum amount allowed by a 
true and fair view in the financial statements. 
Firms not only have to decide whether to revalue 
their assets but must also determine the amount of 
the revaluation. In a complete information environ- 
ment, as the amount of the revaluation increases, 
the expected reorganisation costs decrease, and all 
firms have an incentive to revalue assets to min- 
imise the total expected reorganisation costs, TER. 
It is straightforward to show that the first-order 
derivative of the total reorganisation costs with 
respect to R is negative. (@TER/@R= —b/ 
D*TER <0) Therefore, all firms have an incentive 
to revalue assets by the maximum amount of M 
(see Figure 1). 

The classical contractual hypothesis in a com- 
plete information environment can likewise be 
identified: the lower the equity-to-debt ratio of a 
firm, E/D, the steeper the decline in expected reor- 
ganisation costs due to R (#TER/d R.d E/D>0 
given that dTER/d E/D <0). 

In an incomplete information environment, the 
successful firms can only reveal their type by 
choosing an amount of revaluation which is 
smaller than the maximum (R1 < M). If investors 
observe a smaller amount of revaluation in a sep- 
arating equilibrium, they correctly update their be- 
liefs that the revaluer is a successful firm, s,,. For 
the firm of type H, the probability of receiving 
funds increases. As a smaller amount of revalua- 
tion results in a larger probability of raising the 
funds, the expected cash flows increase by 
s *(e KEDAH) — e-a(ED+š )). As the cash flows reali- 
sed are larger for the successful firm, those firms 
gain more by choosing a smaller amount of 
revaluation. 

At the same time, the amount of revaluation in- 
fluences the level of expected reorganisation costs. 
If a firm revalues its assets by a smaller amount, 
the probability of receiving funds increases, which 
decreases the level of reorganisation costs. How- 
ever, the choice of a smaller amount of revaluation 
results in a weaker financial position, which in- 
creases the level of expected reorganisation costs. 
As proposition 1 in the Appendix shows, the 
choice of a smaller amount of revaluation, 
R1<M, results in a net increase in the expected 
reorganisation costs. 

Since the probability of a reorganisation is a de- 
creasing convex function of success, the choice of 
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Figure 
The effect of a revaluation on the probability of a reorganisation 


p(s, R) 
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a smaller amount of revaluation (R1 < M) results 
in a larger increase in the probability of reorgan- 
ising and hence in the expected reorganisation 
costs for the unsuccessful firm (see Figure 1). The 
proof is in proposition 2 of the Appendix. 

When the unsuccessful firm chooses a smaller 
amount of revaluation it faces a lower increase in 
expected cash flows and a larger increase in ex- 
pected reorganisation costs compared to the suc- 
cessful firm. A separating outcome where the suc- 
cessful firm chooses a smaller amount of 
revaluation than an unsuccessful firm can now be 
a sequential equilibrium, where neither type of firm 
has an incentive to deviate and investors’ beliefs 
are consistent. Proposition 3 in the Appendix (see 
condition A.3c) derives the optimal amount of re- 
valuation for the successful firm: 


R*=D/b*(In TER, (8,0) — In((p"G,) — 
p™Gy))*s_+ TER, G,,M)) 


Due to asymmetric information the successful 
firm can only reveal its type by choosing an 
amount of revaluation, R* sufficiently smaller 
than M, that the unsuccessful firms cannot imitate. 

The revaluation of assets can become a non-dis- 
sipative signal (Ross, 1977). The successful firm 
does not carry a cost from not revaluing the assets 





since the expected reorganisation costs equal zero, 
while the unsuccessful firm can avoid a reorgani- 
sation by revaluing the assets. As signalling by not 
revaluing the assets is costless for the successful 
firm, it is a powerful signal. 

Any revaluation amount smaller than R* can 
also result in a separating equilibrium. But in this 
case the successful firm is not maximising its ex- 
pected profits. As shown in the appendix, a di- 
chotomous choice, where a successful firm would 
choose to not revalue at all, while the unsuccessful 
firm would choose to revalue the maximum 
amount M, can be a sequential equilibrium if the 
expected cash flows of the successful firm S4 are 
sufficiently large. 

For the empirical analysis it is important to 
study which characteristics influence the prob- 
ability of reaching a separating equilibrium, as 
well as the optimal amount of revaluation chosen 
by the firms. One characteristic that determines the 
net benefits of signalling is the difference in ex- 
pected cash flows between the good and bad types. 
If the difference between the cash flows of the suc- 
cessful and the unsuccessful firm increases, both 
types of firm gain more from revaluing their assets 
by a smaller amount: not only does the increase in 
expected cash flows from signalling increase, but 
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Table 1 
Characteristics of the sample 


1989 


Non-revaluers 163 
Revaluers of fixed tangible assets 27 
Revaluers of financial assets 14 


Total 204 
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1990 1991 1992 1993 1994 


143 148 140 129 126 849 
22 21 10 22 37 139 
7 7 4 8 12 52 


J71" 176 154 159 174* 1038 


Total 


*In 1990 and 1994 one firm revalues fixed tangible as well as financial assets. 


the increase in expected reorganisation costs 1s less 
(see proposition 4 in the Appendix). Therefore, in 
industries with large differences in performance 
the amount of revaluation chosen by the successful 
firms, R*, must be smaller to avoid imitation by 
the unsuccessful firms (the proof of this can be 
found in proposition 4 in the Appendix). 

Furthermore, it can be shown that the increase 
in expected cash flows is larger for the successful 
firm, while the increase in expected reorganisation 
costs is lower for unsuccessful firms. Hence, the 
probability of establishing a separating equili- 
brium increases with a larger variance in expected 
performance, an empirically testable hypothesis. 
The more distinct the successful firm, the more in- 
centive it will have to differentiate itself from other 
less successful firms in the industry, which it can 
do by revaluing less. 

The initial equity-to-debt ratio, which the model 
assumes to be type-independent, likewise influ- 
ences the costs and benefits of revaluing by less as 
a signalling device. As the initial equity-to-debt ra- 
tio is higher, the increase in the expected cash flows 
from signalling becomes less important. Hence, re- 
valuing less to signal success becomes less attrac- 
tive. But at the same time, a higher equity-to-debt 
ratio leaves a smaller increase in expected reorgan- 
isation costs due to signalling, making signalling 
less costly. As the signalling cost and the signalling 
revenue have confounding effects, no precise out- 
come can be predicted. Also the effect on R* is 
ambiguous (see proposition 5 in the Appendix). 
However, for the successful firm the signalling rev- 
enue reduction effect is larger and the cost-damp- 
ening effect is smaller than for the unsuccessful 
firm. This means that a separating equilibrium can 
be reached for fewer combinations of s,, and s,. 
Consequently, in industries with higher equity-to- 
debt ratios, the successful firm becomes less likely 
to signal its type by revaluing by a smaller amount. 


4. Empirical analysis 


A sample of Belgian industrial companies was se- 
lected to test hypotheses originating from the theo- 





retical model. The analysis focuses on three major 
industries: chemicals, metals and construction. !? 
The sample consists of 189 revaluers and 847 non- 
revaluers, randomly selected over the period 
1989-1994, none of these firms being listed on the 
Belgian Stock Exchange. The sampling pro- 
cedure is subject to the constraints that the relative 
share of the industry in the economy in each year 
is reproduced and that no firm is included more 
than once in the sample.'* Further, only consistent 
non-revaluers are retained: firms that did not 
revalue in a certain year but did so in another year 
during the period 1989-1994 are excluded from the 
class of non-revaluers. Finally, firms are retained 
only when they are in business, i.e. when the num- 
ber of employees is larger than zero. The data 
source consists of the annual accounts published. 
Table 1 gives an overview of the sample charac- 
teristics. Besides signalling motives for (not) reval- 
uing, the influence of contracting costs is included 
in the empirical analysis. 


4.1. Hypotheses 
The theoretical model generates a number of 
signalling hypotheses that can be tested empiri- 


12 The industry sectors are: the production and preliminary 
processing of metals (nace 22), the extraction of minerals other 
than metalleferious and energy-producing minerals, peat ex- 
traction (nace 23), manufacture of non-metallic mineral prod- 
ucts (nace 24), chemical industry (nace 25), the manufacture of 
pharmaceutical products, manufacture of soap, synthetic de- 
tergents, perfume and toilet preparation (nace 257 and nace 
258), manufacture of metal articles (nace 31), mechanical 
engineering (nace 32), manufacture of office machinery and 
data processing machinery (nace 33), electrical engineering 
(nace 34), manufacture of motor vehicles and motor vehicles 
parts (nace 35), manufacture of other means of transport (nace 
36), instrument engineering (nace 37) and building industry 
(nace 50). 

13 As in the study of Wittred and Chan (1992) and Cotter 
and Zimmer (1995) a period of five years is chosen so that the 
results would not be time specific. Contrary to Cotter and Zim- 
mer (1995), the financial statements do not mention who did 
the revaluation (independent or director’s revaluation) or the 
date of the revaluation. 

14 Multiple revaluers over the period 1989-1994 are 031 
excluded from the sample. 
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cally. A critical variable determining the use of re- 
valuation as a signalling device is the expected suc- 
cess of the firm. A first issue is how to measure 
(expected) success. Since most of the firms are not 
listed on the stock exchange, the market-to-book 
value cannot be used as a measure of success. In- 
stead, the ratio of future cash flows to fixed assets! 
is chosen to proxy success, where the fixed assets 
are measured before revaluation.!© The cash flows 
realised in the next year are used to measure future 
performance.'’? The theoretical section shows that 
if future cash flows are higher, the benefit from not 
revaluing the assets is higher." 

The model predicts that the characteristics of 
the industry in which the firm is active have a 
significant impact on the firm’s incentives to signal 
success. A separating equilibrium is more likely to 
be reached in industries with a high variance in 
performance. This results in the following 
hypothesis: 


H1: In industries with a high variance in 
performance, successful firms are less likely 
to revalue assets than are unsuccessful firms. 


Similarly, the equity-to-debt ratio influences the 
incentive to use revaluation as a signalling device. 
Although it is theoretically unclear whether firms 
are more or less likely to revalue in industries with 
high equity-to-debt ratios, the model does predict 
that in industries where the equity-to-debt ratio is 
lower, successful firms are more likely to signal 
their success by revaluing less. 


H2: In industries with low equity-to-debt ra- 
tios, successful firms are less likely to revalue 
assets than unsuccessful firms. 


The results of the model show that the signalling 
cost, i.e. the increase in the expected reorganisa- 
tion costs when not revaluing the assets, is larger 
for the unsuccessful than for the successful firm. 
The firm’s closeness to the legal covenant, defined 
as (net worth less the amount of capital), 1s used 


15 The term ‘cash flows’ as used in the text means cash flows 
from operations. 

16 This ratio is preferred over cash flows to equity, since eq- 
uity is distorted by past performance and dividend policy. 

7 As an extension of the basic model, the positive news is 
not only measured by the level of future cash flows but also by 
the increase in cash flows, measured as a percentage and a 
dummy variable. 

18 Future cash flows as well as growth in cash flows have the 
disadvantage that they will (partly) be the result of the signal- 
ling strategy. The sensitivity of the results is checked with the 
alternative of current cash flows as a proxy of future perform- 
ance. Ideally, the incremental increase in cash flows/fixed assets 
should be treated as the dependent variable. This however re- 
quires an in-depth study of performance determinants, among 
which signalling is but one. This clearly moves beyond the 
scope of the study reported here. 


129 


to measure its signalling cost.!° As the firm is closer 
to violation, the signalling cost from not revaluing 
its assets is higher. This results in the following 
hypothesis: 


H3: If a firm violates the legal requirement 
or is close to violation, the probability of a 
revaluation increases as its net worth be- 
comes smaller. 


For firms which have a large net worth and 
where the probability of violation is small, H3 is 
irrelevant. Hence, where firms are not close to vi- 
olation, changes in their net worth should not in- 
fluence their decision to revalue. The introduction 
of the legal covenant variables simultaneously in- 
cludes the influence of debt contracts on the re- 
valuation decision. For firms with large reserves 
and retained earnings, the possibility of violating 
debt covenants is smaller.” 

Not only the amount of debt but its composi- 
tion could influence the decision to revalue assets. 
An interesting hypothesis is whether non-revalua- 
tion is a more or less effective signal where the 
debt is held by banks rather than other debt 
holders. 


H4: As the share of the debt owed to banks 
increases, firms are more or less likely to 
revalue their assets. 


Besides these signalling hypotheses the influence 
of the traditional motives for revaluation, such as 
contractual relationships, 1s also examined (Watts 
and Zimmerman, 1990). This allows us to test 
whether, after controlling for these factors, signal- 
ling has incremental value in explaining the choice 
to revalue assets. 

To measure the political visibility of the sample 
firms two alternatives are available: sales and the 
seller concentration in the industry as proxied by 
the Herfindahl index. Other variables are less suit- 
able in the present environment; for example, be- 
cause the revaluation of assets does not affect 
taxes, the tax rate cannot be used as an explana- 
tory variable. The idea is that larger firms or firms 
in more concentrated industries have a larger in- 
centive to revalue fixed tangible assets, which de- 


19 The legal covenant itself, the (net worth—1/2 capital) is 
not used as an independent variable, since firms do not wait to 
revalue assets until they violate their covenant. The use of other 
than legal covenants is more problematic to assess. Neither the 
covenants nor the instances of their violation are published in 
the notes to the financial statements. Further, most of the cov- 
enants are implicit. The use of a legal covenant does not create 
the same problems. It exists for all firms and their closeness to 
violation can be determined from the balance sheet. 

20 The debt/equity ratio cannot be added directly into the 
regression equation because of its high correlation with other 
independent variables. 
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creases reported income and hence diminishes po- 
litical visibility. Size is also used in other studies 
(Lin and Peasnell, 1994; Brown et al. 1992) where 
it is proxying for other influences such as experi- 
ence with opportunities available for creative ac- 
counting (but within the confines of accounting 
standards). Therefore, both size and the Herfin- 
dahl index are introduced in the model. This re- 
sults in the following hypotheses: 


H5: Larger firms are more likely to revalue 
assets. 
H6: Firms in highly concentrated industries are 
more likely to revalue assets. 


Firms with larger investments in fixed and fi- 
nancial assets have more opportunities to 
revalue.2! As in other studies (Brown et al., 1992; 
Lin and Peasnell, 1994), the ratio (fixed tangible 
+financial assets)/total assets is introduced to con- 
trol for this effect. 


H7: As the investment in financial and fixed 
assets increases, firms are more likely to 
revalue assets. 


Table 2 summarises the explanatory variables 
and their expected signs. Two dependent variables 
are used: the discrete choice to revalue and the 
continuous choice of the magnitude of revaluation. 
‘For the discrete choice, a dichotomous (0,1) vari- 
able is created that takes the value of 1 if the firm 
revalues, and 0 otherwise. For the continuous 
choice, the amount of revaluation as a % of fixed 
assets before revaluation is used. 


4.2. Results 
Before presenting the regression results, some 
univariate tests are presented. 


4.2.1. Univariate tests 

As these financial ratios are not Enom dis- 
tributed, the non-parametric Van der Waerden test 
(Sprent, 1995) is used to identify any possible dif- 
ference in financial ratios between companies that 
choose to revalue and those companies not reval- 


21 Jf a firm revalued its assets in the past, the assets will also 
be larger but the possibility to revalue will be smaller since the 
difference between the economic value and the book value is 
smaller. As all firms are revalued more than once over the 
period 1989-1994 are excluded from the sample, this effect is 
partly controlled. 
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uing.” The results of this univariate test are shown 
in Table 3. 

The univariate tests suggest that industry char- 
acteristics could influence the possibility to signal. 
success by non-revaluation of assets. When the 
performance of the firm is measured by the 
improvement in cash flows in the next period, non- 
revaluers realise a higher increase in cash flows but 
only in industries with a high variance in perform- 
ance (INCDV,, p=0.0001, INCDV,, p=0.4552). 
The use of dummy variables to measure the 
increase in performance also gives the expected re- 
sult (DINCDV,, p=0.0001, DINCDYV,, 
p=0.6623). Interestingly, the variable CF, IS 
significantly higher for non-revaluers in both types 
of industry (CFhexrDV p p= 0.0001, CFhexrDVL 
p=0.0004). Likewise, in industries with a low as 
well as high equity-to-debt ratios, the non-reval- 
uers perform significantly better than the revaluers 
(CFhexr DE p=0.0041, CFEhexrDEp, p=0.0001). 

Similariy, along the closeness to the legal cove- 
nant dimension, both types of company perform 
differently. Non-revaluers have a higher net worth, 
expressed as a share of their capital compared to 
revaluers. This holds irrespective of whether firms 
are close to the legal covenant or not (DLAWA 
p=0.0001, DLAWB, p=0.0001). Further, reval- 
uers are typically larger (S, p=0.0001). Finally, 
neither the relative importance of fixed and finan- 
cial assets (FFA/TA, p=0.1288) nor the Herfin- 
dahl index (HF,p = 0.5379) is significantly different 
between the revaluers and the non-revaluers, while 
the share of debt owed to banks is significantly 
larger for revaluers (DOB, p=0.0042), which is 
different from what is expected. 


4.2.2. Multivariate tests 
In the multivariate analysis the joint power of 


_ the independent variables in explaining the reval- 


uation decision is tested. First, the discrete choice 
problem whether or not to revalue, is studied. As 
the dependent variable is either a 1 or 0, a logistic 
regression is used. The results are shown in Table 
4 (Models 1-4). Also included in Table 4 are the 
OLS results for the amount of revaluation as a 
percentage of fixed assets before revaluation, 
which is a continuous dependent variable (Model 


22 The Van der Waerden test is preferred above other non- 
parametric tests because it asymptotically has the same power 
as a t-test for normally distributed variables. The probability 
that the null hypothesis is falsely rejected is smaller than when 
other non-parametric tests are used. The Van der Waerden test 
computes approximate standard normal scores derived by ap- 
plying the inverse standard normal distribution function to 
fractional ranks a(R,)~ $ “ '(Ry(n+1)), where R. is the rank of 
the jth observation, a(R,) is the rank score é `! is the inverse 
of the standard normal distribution and n is the number of 
observations. The Van der Waerden scores are approximations 
of the expected values of the order statistics for a standard 
normal distribution. 
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Table 2 


Description of the variables and the hypotheses 


Variable Description Hypothesis Expected 
sign 
C=company level 
[=industry level 

R C A dummy if the firm revalues assets; otherwise 
Zero 

CF, FA C Cash flows realised in ,,,/ (fixed assets before 
revaluation.) 

INC C (CPx /FA — IY(CF/FA)) 

DV, I A dummy if the variance in performance in the 
industry is high; otherwise 0 

DV, I A dummy if the variance in performance in the 
industry is low; otherwise 0; DV, =1—DV,, 

CED Ya C CF, FA*DV ux: The CF/FA in industries HI it 
with a high variance in performance 

CPyecDV, c CF, Ë fFA*DV,: The CF/FA in industries HI! 0 
with a low variance in performance 

INCDV,, C INC*DV,,: The increase in CF/FA in H1 = 
industries with a high variance in performance 

INCDV, C INC*DV,: The increase in CF/FA in industries H1 0 
with a low variance in performance 

DINC C N which is 1 with an increase in CF/FA; 
else 0 

DINCHDYV,, C DINC*DV,,: The increase in CF/FA (dummy) Hi _ 
in industries with a high variance in 
performance 

DINCHDV, C DINC*DV;: the increase in CF/FA (dummy) HI 0 
in industries with a low variance in 
performance 

DEH I A dummy = 1 if the equity-to-debt ratio in the 
industry is high, otherwise zero” 

DEL I A dummy = 1 if the equity-to-debt ratio in the 
industry is low, otherwise zero; 
DEL =] -DEH 

CFuess DB, CF/FA*DE,,: The CF/FA in industries with a H2 0 
high equity-to-debt ratio 

CF, DE, CF/FA*DE,: The CF/FA in industries with a H2 == 
low equity-to-debt ratio 

DLAWA The closeness to the covenant expressed as (the H3 0 
net worth/the amount of capital — 1) for firms, 
which have a net worth larger than the amount 
of capital*?! 

DLAWB C The closeness to the covenant expressed as (the H3 = 
net worth/the amount of capital — 1) for firms, 
which have a net worth smaller than the 
amount of capital 

S C The number of employees in the firm H5 + 

HF I o Herfindahl index on a two digit industry H6 + 
evel 

FFA/TA C (Tangible fixed+financial assets before H7 + 
revaluation)/total assets before revaluation 

DOB C Debt owed to banks/total debt H4 ? 

TECH I A dummy, if the R&D expenditures/Sales are 


high in the industry; otherwise zero” 


*The variance in performance is determined on a two-digit industry level. First, the variance in CFnext/FA is 
separately determined for each year and for each industry. Next, the mean score over several years is 
computed for each industry. This mean score is used for the variance in performance in a certain industry. 
The variance in performance is high when it is larger than the median of all industries (1244). This situation 
occurs for sectors 24, 31, 32 and 50. 

*The equity-to-debt ratio is determined by industry and year. If for an industry the mean score over the five 
years is smaller than the median of all industries (= 1), the equity-to-debt ratio is low. This situation occurs 
for sectors 22, 32, 33, 35 and 37. 

*The legal covenant demands that the net worth is larger than half of the capital. A higher level of capital is 
chosen for the determination of the dummy to include the firms close to covenant default. 

*'The closeness to the covenant is expressed as a quotient, to eliminate the influence of size. 

The industries with high R&D expenditures are 24, 25, 30, 32 and 33. 
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Table 3 
The results from the univariate Van der Waerden test 


5). Model (1) includes the basic signalling and con- 
tracting motives for revaluation. 


R = x + a CFx DVy + &CFyex DV, + 
a,DLAWA + «DLAWB + «DOB + 
aFFA/TA + œS + a,HF + č 


As the p-value of Model 1 shows (p=0.0001), 
the variables introduced in the model are signifi- 
-cant in explaining the decision to revalue assets. 
The results indicate that successful firms are not 
always found to signal their success by not reval- 
uing their assets. In industries with a high variance 
in performance, it is more rewarding for successful 
firms to reveal their true type by signalling. The 
coefficient of CFhexrD Vy is negative and signifi- 
cant (p=0.0063), while the coefficient of 
CFyexrDV,, is not (p=0.2098). Hence, signalling 
by successful firms through not-revaluing the as- 
sets (R =0) is more likely to be found in industries 
with a high variance in performance, consistent 
with H1. 

The signalling cost, measured by the closeness 
to the legal covenant (DLAWA, p=0.0004 and 
DLAWB, p=0.0056), also has an important influ- 
ence on the decision to revalue assets. Firms close 
to covenant default or violation are more likely to 
revalue assets as their net worth shrinks. This is 
shown by the significantly negative coefficient of 
DLAWB (p=0.0056) and DLAWA (p=0.0004) in 
Model (1), consistent with H3. Although the 
coefficient of DLAWB is considerably larger than 
the coefficient of DLAWA, suggesting that a 
decrease in the net worth will have a larger impact 
on the probability of revaluation for firms which 
violate the covenant, the difference between both 
coefficients is only significant at 11%. 
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Mean score 
revaluers 
n= 45 


— 0.316 
— 0.196 
= 0.331 
— 0.044 
— 0.195 
— 0.019 
— 0.383 
— 0.146 
— 0.595 
— 0.503 

0.183 

0.100 

0.263 
— 0.039 


Mean score 
non-reyaluers 
n= 179 


0.069 
0.042 
0.072 
0.010 
0.041 
0.004 
0.084 
0.032 
0.132 
0.111 
— 0.040 
— 0.022 
— 0.058 
0.008 





Finally, the variable size has a positive coeffi- 
cient significant at the 10% level (p=0.0936), 
weakly consistent with H5 (that large firms are 
more likely to revalue). The insignificance of the 
Herfindahl index (H6) might reflect that size is 
measuring other important factors besides political 
visibility, such as a knowledge about the oppor- 
tunities offered by the accounting law. The deci- 
sion to revalue assets is not influenced by the 
relative importance of fixed and financial assets 
(H7), nor by the composition of debts (H4). 

The results give some support for the theoretical 
model. Successful firms are more likely to signal 
their success through non-revaluation if they are 
in industries with a high variance in performance. 
In those industries the cost of not revaluing the 
assets is too high for the unsuccessful firms to ben- 
efit from imitating the successful firm by not re- 
valuing. Overall, the model has a relatively modest 
R? (24.19%) and an apparent error rate of 
14.19%,* 

Signalling future performance and good news 
cannot only be measured by CF,,,/FA but also 
by the change in CF et FA. In Model 2 the level 
of cash flows realised in the next year is replaced 
by the relative change in performance ((CFnexr 
FA) —1)/(CF/FA), while in Model 3 a dummy is 


23 Compared with the naive pure chance model (18.20%), the 
error rate drops only marginally. A possible reason could be 
that the group of revaluers in the sample is too small. Large 
differences exist between the results for each sector. The model 
gives the best results for the chemical industry (11.64%) and 
the worst results for the building industry (16.15%). The error 
rate for the metal industry equals 12.55%, Multicollinarity is 
not an important problem for the results, as the correlation 
matrix (see Appendix) demonstrates. 
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Table 4 
The results from the multivariate tests 
Logistic regression OLS 
Model 1 Model 2 Model 3 Model 4 Model 5 
Intercept — 1.3589 — 1.4306 — 1.1480 — 1.3902 +0.7342 
(0.0001) (0.0001) (0.0001) (0.0001) (0.0005) 
CED NV i — 0.2229 — 0.1792 
(0.0063) (0.4363) 
CF imer V — 0.0208 +0.2049 
(0.2098) (0.6403) 
INCDV,, — 0.0627 
(0.0835) 
INCDV, — 0.0153 
(0.5066) 
DINCDV,, — 0.8292 
(0.0002) 
DINCDV,, —0.1959 
(0.4046) | 
CF hex DEn — 0.0251 
(0.2170) 
CE, #DEz — 1.2686 
(0.0111) 
DLAWA — 0.1138 — 0.1213 — 0.1229 — 0.1187 +0.0134 
(0.0004) (0.0002) (0.0002) (0.0003) (0.6750) 
DLAWB — 0.2994 — 1.1626 — 9.1502 — 0.1945 — 0.7001 
(0.0056) (0.0598) (0.0875) (0.0413) (0.0001) 
S +0.0002 +0.0002 +0.0002 +0.0002 —0.0001 
(0.0936) (0.0995) (0.1110) (0.1150) (0.3039) 
DOB +0.1023 +0.0754 +0.0691 +0.0600 — 0.3474 
(0.8297) (0.8730) (0.8837) (0.8992) (0.5293) 
FFA/TA +0.2311 +0.3577 +0.4301 +0.1740 — 1.3228 
(0.6353) (0.4597) (0.3737) (0.7266) (0.0204) 
HF — 0.4751 — 0.3766 — 0.8922 +0.4736 +1.1936 
(0.6512) (0.7180) (0.4333) (0.6582) (0.3101) 
p-value 0.0001 0.0001 0.0001 0.0001 
— 2log intercept 963.754 963.754 963.754 963.754 
— 2log intercept and covariates 725.482 728.753 722.639 721.820 
3 24.72% 24.38% 25.01% 25.10% 17.13% 
n 1038 1038 1038 1038 189 
Misclassification rate 14.19% 14.20% 14.19% 14.19% 
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introduced, which equals 1 when next year’s cash 
flows are higher and is zero otherwise. These re- 
sults also confirm the importance of industry char- 
acteristics on the signalling function of the reval- 
uation decision. If a firm displays an increase in 
CF/FA, the positive news is more likely to be re- 
vealed in industries with a high variance in 
performance (in Model 2: INCDV,, p=0.0835, 
INCDV,, p=0.5066, in Model 3: DING, 
p=0.0002, DINC, p=0.4046). The results for all 
other independent variables are largely unaffected 
when using the two additional proxies for success. 

Another result from the theoretical model is that 
a separating equilibrium is more likely to be 
reached in industries with a low equity-to-debt 


level. This hypothesis is studied in model 4.24 As 
in the basic model, the influence of success on the 
decision to revalue assets is analysed for industries 
with a low as compared to a high equity-to-debt 
level. As the variable CF,,,DE,, does not have a 
coefficient significantly different from zero, suc- 
cessful firms are not more likely to reveal their 
type in industries with a high equity-to-debt ratio 
(CFDE,, p=0.2170). This contrasts with indus- 
tries where the equity-to-debt ratio Is low (CFDE,, 


24 It was impossible to include both industry characteristics, 
variance in performance and equity-to-debt ratio, in the same 
model because CFDE, is a linear combination of CFDE,, 
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p=0.0111). In those circumstances, successful 
firms have a vested interest in not revaluing their 
assets to reveal their true type, as the significantly 
negative coefficient of CFuzxrDE, shows (con- 
sistent with H2). 

Finally, rather than the decision on whether or 
not to revalue assets, the actual amount of reval- 
uation (as a % of fixed assets before revaluation) 
is the dependent variable in Model 5. The OLS 
results show that, in contrast with the dichoto- 
mous decision to revalue assets, where evidence of 
signalling by successful firms was found at least in 
some circumstances, no such evidence prevails for 
the size of the revaluation. As the coefficient of 
CF .x7DV,,; is not significantly different from zero 
(CFu 8 DVy,, p= 0.5616, CFhexrD V p= 0.7002), 
successful firms are not significantly revaluing less; 
even the variance in performance within their in- 
dustry is large. These results suggest that, in in- 
dustries with a high variance in performance, 
successful firms do engage in signalling, but they 
use as the signal forbearance of the revaluation 
option rather than to revalue by a smaller amount. 
Although this dichotomous choice is a more costly 
signal for them, it has the advantage that it can be 
more clearly interpreted by the receivers and hence 
may prove to be a more effective signal. 

There are other notable results. While the deci- 
sion to revalue assets was not determined by the 
importance of the fixed and financial assets in the 
balance sheet, the coefficient of FFA/TA is not 
significantly different from zero from Models 1 to 
4, companies that have a higher share of fixed and 
financial assets have a smaller incentive to revalue 
assets, as the significantly negative coefficient of 
FFA/TA (FFA/TA, p=0.0204) in Model (5)-dem- 
onstrates. This result is different from what is ex- 
pected. A possible explanation is that the poss- 
ibility of revaluing financial assets does not depend 
on the size of those assets but on the profits real- 
ised by subsidiary. To test this conjecture, the ratio 
of fixed and financial to total assets is replaced by 
fixed tangible assets to total assets. As this variable 
has an insignificant coefficient (p= 0.1110), it con- 
firms that the financial assets are the source of this 
unexpected result. 

When a firm does not violate the covenant, the 
amount of the revaluation also decreases as the net 
worth increases (DLAWB= — 0.7001, p= 0.0001). 
This result shows that the amount of the revalu- 
ation depends on the closeness to the legal cove- 
nant once the firm has decided to revalue its assets. 

Some additional tests were performed on the 
data set to test the robustness of the basic results. 
To zero in on the signalling cost, the legal cove- 
nant itself (the net worth—half of the capital) is 
introduced instead of a higher covenant (the net 
worth—-the amount of capital). Since DLAWB 
(p=0.2722) becomes insignificant in comparison 
with Model 1, the results seem to suggest that 
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firms close to, but not yet facing, the legal cove- 
nant default are more likely to revalue their assets 
than firms which violate the covenant (DLAWA, 
p=0.0001). That the influence on the long term 
financial position (DLAWA, DLAWB) is more 
important than the influence on the current year 
income is also illustrated by the insignificance of 
the gross margin (p=0.1280), when it is added to 
the regression analysis. The gross margin has the 
advantage that it is not influenced by the depre- 
ciation amounts on the revalued fixed tangible as- 
sets. Together with the significance of the D/E ra- 
tio (p=0.0273), when introduced instead of 
DLAWA and DLAWB, these results illustrate 
that long term performance and long term finan- 
cial structure are more relevant than short term 
financial performance in explaining the revalua- 
tion decision.” 

The basic analysis is extended by distinguishing 
the revaluation of fixed tangible assets from the 
revaluation of financial assets. The revaluation of 
financial assets is less discretionary since it can 
only be reported when the intrinsic value of the 
subsidiary’s shares is larger than the book value. 
Firms can exercise more discretion whether or not 
to report an increase in the book value of the fixed 
tangible assets as no precise rules are prescribed. 
Because the revaluation of fixed tangible assets is 
more discretionary, the revaluers of those assets 
are expected to differ more from non-revaluers, 
than would revaluers of financial assets. To test 
this hypothesis, two regressions were done. One 
was for the non-revaluers (N = 849) versus the re- 
valuers of fixed tangible assets (139) and the sec- 
ond was for the group of non-revaluers (849) ver- 
sus the revaluers of financial assets (52). The 
results confirm the hypothesis that the CF, D Vi, 
is a significant variable in explaining the revalua- 
tion of fixed tangible assets (p = 0.0082) but not for 
explaining the revaluation of financial assets 
(p= 0.3721). 


25 A dummy equalling 1 if the number of employees is larger 
than 50. i.e. companies which by law have to organise employee 
councils, is introduced. When a firm has to report its results to 
an employee council, it might have an extra incentive to revalue 
fixed assets. This dummy has a significant positive coefficient 
(p=0.0002), while the size variable becomes insignificant. This 
seems to suggest that size has an influence but not as a con- 
tinuous variable. A dummy variable DIV, which equals | when 
the firm pays dividends, has a positive significant coefficient 
(p=0.0179). As profits are usually not distributed in full to 
shareholders, dividend-paying firms can realise an increase in 
equity without revaluing assets. Finally, the multiple revaluers 
over the period 1989-1994 are added to the sample (30). Only 
the data from the last revaluation year are considered. All the 
results remain the same as in the basic model, (CFDV,y, 
p=0.0073, CFDV,, p=0.2259, DLAWA, p=0.0002, 
DLAWB, p=0.0105, p=0.0374), which illustrates the robust- 
ness of the results. 

26 The revaluation of financial assets is also not influenced 
by DLAWA and DLAWB, which illustrates that the perform- 
ance of the firm is irrelevant in explaining the revaluation of 


SPRING 1999 


Bar-Yosef et al. (1995: 60-61) put forward the 
idea that signalling is more likely to occur in in- 
dustries with high levels of R&D expenditures be- 
cause of the greater uncertainty. To test this in the 
context of revaluation, a dummy, TECH, was 
added to model 1, which equals 1 for industries 
with high R&D-to-sales ratios. As the variable 
TECH has a significantly negative coefficient 
(p = 0.0298), a revaluation of assets is less likely to 
occur in high-tech industries. This confirms that 
firms have more incentive to reveal their type in 
high tech industries, where information asymmetry 
is much higher.” The dummy variable TECH 
could also capture the bias in FFA/TA because 
most firms prefer to expense their R&D costs. If 
this situation occurred, firms in R&D intensive in- 
dustries would have a greater propensity to 
revalue, in order to cope with problems of equity 
depletion. But as firms in R&D intensive industries 
are less rather than more likely to revalue, a larger 
decrease in equity seems not to be a reason to 
revalue more often. 


5. Conclusion 

Even for firms not quoted on a stock exchange 
accounting information has an important influence 
on the beliefs of investors, banks and debt holders. 
When stakeholders have to decide whether to sup- 
ply funds to these firms, their non-revaluation of 
assets can be an important signal of their future 
success. 

This paper analyses the signalling function of 
not revaluing assets in an environment where the 
probability of raising investment funds depends on 
the firm’s current financial position as well as the 
expected success of its projects. As a decision not 
to revalue assets results in a lower net worth, the 
probability of violating the minimum legal cove- 
nant with respect to the net worth increases. 
Therefore, non-revaluation of assets results in an 
increase in expected reorganisation costs. How- 
ever, the probability of a firm receiving funds can 
increase when it foregoes a revaluation because it 
signals it will be more successful. A separating 
equilibrium, where only the successful firms do not 
revalue assets, can be reached because the cost of 
signalling by not revaluing, 1.e. the increase in ex- 
pected reorganisation costs, is smaller and the 
signalling revenue, i.e. the increase in the expected 
net cash flows, is larger for successful firms. The 
results of the theoretical model supplement the ex- 
isting literature by identifying circumstances in 


financial assets. The importance of fixed and financial assets 
(p=0.0221) and the size of the firm (p=0.0154) have a signifi- 
cant influence on the revaluation of the financial assets. 

77 Including the interaction with successfulness fails to estab- 
lish a significant effect, indicating that all firms, not just the 
more successful firms, have a higher incentive to not revalue in 
these industries. 
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which signalling by not revaluing assets is more 
likely to occur. A large variance in performance 
within the industry as well as a low equity-to-debt 
level were shown to be more favourable conditions 
for signalling by successful firms. 

Testing these hypotheses on Belgian data reveals 
that the use of revaluation as a signalling device 
occurs but not in all circumstances. Only in in- 
dustries with a large variance in performance or 
sufficiently low equity-to-debt ratios were more 
successful firms found to have a higher probability 
of not revaluing their assets. While no significant 
effect was found for the size of the revaluation, the 
decision not to revalue assets seems to be an effi- 
cient signal for successful firms in these industries. 
Empirical evidence is also found for the signalling 
costs to play a significant part in explaining the 
revaluation decision. When their net worth is 
lower, firms which are close to covenant violation 
are more likely to revalue their assets. Evidence 
was also provided for the non-revaluation of fixed 
tangible assets to be a more reliable signal. The 
results indicate that the revaluation of financial as- 
sets does not give information about future cash 
flows. 

The results reported here should not be inter- 
preted as suggesting more than that signalling mo- 
tives enter into the revaluation decision. Without 
any direct assessment of motives for revaluation, 
the use of future cash flows to test the signalling 
hypotheses calls for a cautious stance when inter- 
preting the results. Other reasons why firms with 
higher future cash flows are less likely to revalue 
cannot be excluded. The main contribution of the 
paper is in theoretically identifying the industry 
circumstances in which signalling by successful 
firms may be more powerful. The different results 
for the dichotomous versus the continuous reval- 
uation choice suggest that, when firms want to 
eliminate asymmetric information, they consider 
the efficiency of signalling devices, trading off the 
net (opportunity) cost of using the signal against 
the impact on investors’ beliefs. 


Appendix 


Proposition 1: The revaluation of assets results in a 
decrease in the expected reorganisation costs, cp. 


Proof. TER, (š, R=R])—TER, G, R=M)>0 
(A.1) 

From using expression (3) for TER, it can easily 
be established that LHS of (A.1) is equal to 
((1 — p™)exp-bs,+p™)*exp-bE/D*(exp-bR/D-exp- 
bM/D). The first two terms are positive. Also, the 
last term is negative when R < M. QED. Note that 
the proposition already follows from the fact that 
ITERAR <0. 

As the amount of revaluation R1 decreases, the 
effect on the deterioration of the financial struc- 
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ture is larger. As the difference between the cash 
flows increases, the difference between the ex- 
pected reorganisation costs increases, the success- 
ful firm gains more from identification as a suc- 
cessful firm and the amount of R1 must be smaller 
to reach an increase in the expected reorganisation 
costs. 


Proposition 2: The increase in the expected reor- 
_ ganisation costs by choosing a smaller amount of 
revaluation is larger for s, 


The increase in the expected reorganisation costs 
by choosing a smaller amount of revaluation 
R1I<M is larger for the unsuccessful firm when: 
TER, (si, R=R1)-TER,(s,, M)> TER, (sm 
R=R1)—TER,(s,, M) (A.2a) 


Proof: Again using the expression (3) for TER, it 
can easily be established after some rearranging 
that (A.2) corresponds to 


1 — pa! (š 
> er b(M~-RIYD 


(1 —p™(8,)) 


As p™(&,,) is smaller than p™(S,), the LHS of (A.2b) 
is certainly larger than 1. The RHS is certainly 
smaller than 1 because M>RI1 and e~™ is smaller 
than 1 for all values of x. QED. 


(A.2b) 


Proposition 3: The following configuration is a 
signalling equilibrium (sequential equilibrium): A 
firm of type t= H chooses RI < M, while a firm of 
type t= L chooses M. The investors believe š= sy if 
they observe R= RI. If they observe R= M, §=5,, 


Proof. That the investor’s beliefs are rational given 
the strategies of firms of both types is easy to see. 
What remains to be established is whether prop- 
osition 3 describes an optimal strategy for firms of 
both types given investor’s beliefs, i.e. whether 
firms have no incentive to unilaterally deviate. 

A firm of type t=H does not want to deviate 
from R<M when 


(1 — p™(S,,))*8y — TERLG, R) 

= (1 -p™(,))*sy ~ TER (š ,M) 

OT 

(p™(S,) — p™(S,,))*Sy 2 TER aR") — TER, (š, M) 
(A.3a) 


A firm of type t=L does not want to deviate 
from R=M when 


(1 —p™(,))*s, — TER G,,M) 20 — 
TER, (šu, R) 


p™(8,))*s, — 


or 
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(p™() — p"(5,))*3, > TER, 8 M)— TER, Gy, R). 
(A.3b) 


Given that R increases expected cash flows, all 
else equal (see proposition 1), the H-type will select 
the highest level of revaluation that still satisfies 
(A.3b): the H-type wants to select an amount of 
revaluation as high as possible under the condition 
that the low firm will not mimic its strategy. This 
amount of revaluation, R*, can be obtained from 
(A.3b) that holds with equality. After some 
rearranging, this yields 


R*=D/b*(InTER (š, R=0)— In((p",) — 
p™(Sy))*s_+ TER, LR = M)) (A.3c) 


It still needs to be established that this R* sat- 
isfies (A.3a). From proposition 2 we know that the 
RHS of (A.3c) is larger than (TER,G,, 
R*)—TER,(8,,M)). Hence (p"@,)— p%3,))*8, is 
also larger than TER,(§,, R*)—-TER,(@,, M) 
With s,>s,,—(p™(S,)—p™G,))*sy is a fortiori 
larger than TER,,(8,, R*)—-TER,(8,, M), which 
corresponds precisely with (A.3a) QED. 

Condition A3b also shows that R* is smaller 
than M. The LHS is negative because 
Pa <p). Therefore, the RHS must also be 
smaller than zero. Because the expected reorgani- 
sation costs are larger when the investors believe 
that it is an unsuccessful firm, R* must be smaller 
than M to reach a situation, where 
TER (8,,M) < TER, (8,,,R*). 

It is important to note that there are multiple 
separating equilibria. In fact all values of R<R* 
chosen by the H-type would satisfy a fortiori 
(A.3b). Take for instance the case of a dichoto- 
mous choice of R=0 by the H-type, while the L- 
type prefers R = M. Given that the L-type will not 
mimic a choice of R=0, not revaluing could be a 
better strategy for the H-type than to revalue 
R=M. 


In order to have condition (A.3a) satisfied 
with R=0, note that LHS of (A.3a) 1s in- 
creasing in sg: @LHS/d sy = 
(p"G,) — p"G,)) — Sô p Gp)ðsy>0 with = 
PE) — p%G,,)) > 0 and dp%(,,))/ds,, < 0. The 
RHS of (A.3a) is decreasing im s,: while 
dTER/ds < 0,)3TER,,(, ,M)/ds,,|<|@TERLG,,, 
0)/ds,,|. Define s,,* to be the level of s,, for 
which (A.3a) holds with equality. Then with 
S.,>S8,* condition (A.3a) will hold. 


Hence with s,, large enough, a signalling out- 
come with the H-type not revaluing, while the L- 
type revalues the maximum amount M, and the 
investor’s belief structure as in proposition 3, is a 
sequential equilibrium. 


Proposition 4: If the variance in performance in the 
industry is larger, a separating equilibrium, where 
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the successful firm does not revalue assets, is more 
easily reached, while R* decreases. 


Proof: Define s,,=s, + 4 
The effect on the signalling revenue of a larger 
difference between s,, and s, is positive: 


(p'(&@)— p'(8))*: 8, =exp—a(E/Dts,)(1 — 


exp(— aA))s, (A.4a) 

Hence: 

d(A.4a)/aA = a*(exp( — a4))*exp-a(E/D+s, ) 
(A.4b) 


which is positive. 
The effect on the increase in TER of a larger 
difference between s,, and s, 1s negative: 


TER, (8,,,R*) — TER, @,,M) = 
C*exp-b((E+R)/D+s,)*(1-exp-bP/D+exp- 


a(E/D +s, )*(exp(-a4)-exp-bP/D)) 

where M=R+P (A.4c) 
Hence: 

d(A.4c)/a4 = —a*C*exp-b((E+R)/ 
D+s,)*(exp-a(E/D+s, )*(exp(—ad)  (A.4d) 


which is negative. 

Since signalling revenue increases while the 
signalling cost decreases when the difference be- 
tween Są and s, is higher, signalling by revaluing 
less becomes more attractive. Note that this holds 
for both types. Since it also holds for the unsuc- 
cessful type, clearly in order to have a separating 
equilibrium where the low type is not mimicking 
the signalling strategy of the successful type, the 
latter must choose a lower level of revaluation to 
prevent imitation. Indeed it is straightforward to 
show that R* is decreasing in A: 


From (A.3c) it can be shown that dR*/d4 <0 
given that dInTER,G,, R=0)¢4<0 while 
aln((pY@,)— p“G,))*s,)/a4 > 0 

and dTER,6,, R= M))d4=0. QED. 


From the expressions (A.4b) and (A.4d) it is 
easy to see that 0(A.4b)/ds,>0 and a(A.4d)/ds, > 0. 


Hence the increase in signalling revenue from a 
higher variance is larger for the more successful 


Pearson correlation coefficients 


CFDVL DLAWA 


DLAWB 
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firm. At the same time, the decrease in signalling 
cost is higher for the more successful firm. Both 
effects combined indicate that signalling becomes 
relatively more attractive for the successful firm 
than for the unsuccessful firm in industries with a 
higher variance in success. 


Proposition 5: If the equity-to-debt ratio in the in- 
dustry is higher, a separating equilibrium, where the 
successful firm does not revalue assets, is less easily 
reached, while the effect on R* is undetermined. 


In a similar spirit the effect of the E/D ratio on 
the likelihood of establishing a separating equili- 
brium can be established. 


Proof: The effect on the signalling revenue of a 
larger E/D ratio is negative: 


6(A.4a)/0E/D = — a*(p(8,) -P Bats (A.5a) 


The effect on the increase in TER of a larger 
E/D ratio is also negative: 


0(A.4c)/dE/D = — b*(A.4c) 
—a*(C*exp-b((E+R)/D+s,)*exp-a(E/ 
D+s, )*exp( —a4) — exp — bP/D)) (A.5b) 


A larger E/D ratio decreases the benefits from 
signalling. At the same time, it decreases the costs 
of signalling for both types. Consequently, the to- 
tal effect on the net profitability of signalling is 
unclear. 

Given this, it is easy to see that the effect on R* 
will also be undetermined. 


From (A.3c) it can be shown that dR*/dE/ 
D> <0 given that dInTER,@,, R=0)/dE/ 


D<0 while O s PS) s OB 
D <0 and oTER (š , R =M)VED <0 


Again, from the expression for (A.5a) and (A.5b), 
it is easy to see that d(A.5a)/ds,<0 and Ə(A.5b)/ 
ds, > 0. Hence, the decrease in signalling benefits is 
larger, while the decrease in signalling cost is 
smaller for the successful firm as compared to the 
unsuccessful firm. Consequently, a separating 
equilibrium with the successful firm signalling be- 
comes less likely. QED. 


FFAITA 
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Board composition, ownership structure 
and hostile takeovers: some UK evidence 


Noel O’Sullivan and Pauline Wong* 


Abstract—This paper examines the relationship between internal and external control mechanisms in a sample of 
hostile takeover targets and a control group of non-target firms in the UK for the period 1989-93. The paper 
investigates whether there are significant differences in board composition, executive ownership and external share- 
holder control between the two groups. We find that hostile targets are more likely to have different individuals in 
the roles of chairman and CEO but employ non-executives with fewer additional directorships than non-targets. 
Executive share ownership is significantly lower in targets, suggesting that hostile bids are more likely to be pursued 
when target managers possess insufficient equity either to defeat the bid or make the bid too expensive for bidders. 
We find some evidence that institutional and unaffiliated blockholders in smaller targets help managers defeat 


unwanted bids. 


1. Introduction 


The 1990s has witnessed an increased interest in 
the quality of governance and accountability in 
UK companies, Public companies are categorised 
by having ownership dispersed among a large 
number of shareholders, while management is 
vested in the hands of a small number of profes- 
sionals who are unlikely to share shareholder in- 
terests. An important objective of recent gover- 
nance deliberations is to ensure that appropriate 
mechanisms of internal governance exist to pre- 
vent executives pursuing their own interests at the 
expense of other stakeholders. For example, the 
Report of the Committee on the Financial Aspects 
of Corporate Governance (Cadbury, 1992) places 
particular emphasis on the monitoring role of the 
board of directors and institutional shareholders— 
recommending greater use of non-executive direc- 


tors, suggesting that companies should avoid hav- - 


ing the same individual occupying the roles of 
company chairman and CEO, and encouraging in- 
stitutional shareholders to take a more active role 
in ensuring governance quality in the companies in 
which they invest. 

In addition to improving governance through 
board composition and external shareholder 


*The authors are, respectively, at the Business School, 
Loughborough University and Warwick Business School. The 
paper has benefited from the detailed comments of two anony- 
mous referees. The financial assistance of the Nuffield Foun- 
dation is also gratefully acknowledged. Correspondence should 
be addressed to Noe] O’Sullivan, The Business School, Lough- 
borough University, Ashby Road, Loughborough LE11 3TU. 
Tel: 01509 223394; Fax: 01509 223961. e-mail: 
c.n.osullivan@lboro.ac.uk This paper was finally accepted in 
November 1998. 


participation, managerial ownership may also rec- 
oncile the interests of shareholders and managers 
since oWwner-managers are less likely to pursue 
non-value-maximising behaviour (Jensen and 
Meckling, 1976). Externally, the market for cor- 
porate control is often advocated as an important 
mechanism for protecting shareholder welfare. 

The launch of a hostile takeover bid is generally 
perceived as a signal by the bidder that the target’s 
assets are not being maximised for the benefit of 
shareholders. A hostile bid gives target sharehold- 
ers the opportunity to replace underperforming or 
opportunistic managers. Indeed, Jensen (1986) 
suggests that “the external takeover market serves 
as a court of last resort...that plays an important 
role in protecting shareholders when the corpora- 
tion’s internal controls....are slow, clumsy, or 
defunct’. 

Viewing takeover governance in this way high- 
lights the potential relationship between internal 
and external mechanisms of governance. On the 
one hand, internal governance mechanisms and 
hostile takeovers may be seen as substitutes, and 
therefore we may expect hostile takeover targets to 
exhibit inferior governance characteristics (i.e. 
lower non-executive representation, CEO chair- 
man duality) compared to non-targets. Alterna- 
tively, it may be argued that since the costs of gov- 
ernance through hostile takeover is greater than 
changes in internal governance (e.g. the recruit- 
ment of additional non-executive directors), take- 
overs are more likely to occur in companies where 
strong governance mechanisms exist but neverthe- 
less have proved ineffective in reconciling share- 
holder and manager objectives. 
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The objective of this paper is to compare the 
Internal governance characteristics of a sample of 
UK hostile targets with a control group of non- 
targets to ascertain whether takeovers seek to cor- 
rect for weak internal governance, or alternatively 
represent a governance mechanism of last resort 
undertaken when appropriate internal governance 
mechanisms exist but are ineffective. The paper in- 
vestigates whether there are significant differences 
in board composition and leadership, managerial 
ownership, and the existence of large shareholders 
between the two groups. 

Differences between the UK and US systems of 
governance suggest that the UK may be a useful 
environment in which to analyse the relationship 
between internal and external control. Prior to 
Cadbury (1992), UK boards were categorised by a 
majority of executive directors while US studies 
consistently report a greater use of non-executive 
directors. Furthermore, as noted by Black and 
Coffee (1994), institutional investors in the UK 
own a significantly greater proportion of equity 
compared to their US counterparts. However, de- 
spite greater levels of institutional ownership, pub- 
lic shareholder activism in the UK is rare—indeed 
Black and Coffee (1994) find only a few instances 
of external shareholders publicly seeking to imple- 
ment leadership change in UK companies. In ad- 
dition to board composition and shareholder char- 
acteristics, the regulation of takeover activity also 
operates differently in the UK. The City Code on 
Takeovers and Mergers, which regulates UK take- 
overs, prohibits defensive tactics during the period 
of a bid, as well as prohibiting preclusive pre-bid 
actions such as adopting a poison pill. Conse- 
quently, UK shareholders are able to decide on the 
success or failure of a bid free from the numerous 
methods of entrenchment commonly utilised by 
target managers in the US. 

Interestingly, Black and Coffee (1994) note that 
even though managers in the UK appear to have 
less freedom in defending unwanted bids, the pro- 
portion of UK hostile bids successfully defended 
by managers (often with institutional shareholder 
support) is greater than was the case in the US 
prior to the introduction of poison pills. 

The paper is structured as follows: Section two 
explores the possible relationship between board 
composition, ownership and the likelihood of a 
hostile takeover. Section three describes the data 
and variables used in the study. The empirical re- 
sults are presented and discussed in Section four. 
Some conclusions and suggestions for further re- 
search are made in Section five. 


2. Hostile takeovers and internal 
governance 


The governance role of takeovers is rooted in 
Manne’s (1965) doctrine that the stock market 
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provides an objective measure of managerial 
performance. When an opportunity to create new 
value via the redeployment of assets or the dis- 
placement of existing managers becomes apparent, 
the firm becomes an attractive target in the market 
for corporate control. Thus, the greater is manage- 
ment’s departure from value-maximisation, the 
greater the potential gain for an acquirer and con- 
sequently the more vulnerable the incumbent 
management team is to a takeover bid. 

A great deal of theory and evidence supports the 
idea that takeovers address governance problems. 
Schleifer and Vishny (1997) identify two consistent 
themes which have emerged from takeover re- 
search: takeovers typically increase target value in- 
dicating shareholders’ belief that profits are ex- 
pected to increase after the takeover, and takeover 
targets are likely to be poorly performing com- 
panies. Kennedy and Limmack (1996) analyse the 
disciplinary role of takeovers by examining CEO 
turnover after 233 takeover attempts in the UK in 
the period 1980-89. The authors report a signifi- 
cant increase in CEO turnover after a takeover— 
67% of all targets experience a change in CEO 
within two years of being acquired. Furthermore, 
Kennedy and Limmack (1996) found that CEO 
change is more likely to occur in targets that 
experience below average share price performance 
in the five year period prior to the takeover bid. 
In a similar study in the US, Walsh and Ellwood 
(1991) found that 39% of target CEOs depart 
within two years of a takeover. The corresponding 
rate of turnover in a control sample of non-targets 
was 15%. Even though the authors of both of these 
studies acknowledge that all the recorded CEO 
changes are unlikely to be disciplinary, these find- 
ings provide some support for takeover 
governance. 

Mikkelson and Partch (1997) provide an inter- 
esting insight into the disciplinary role of take- 
overs in the US by comparing levels of managerial 
turnover during a period of an active takeover 
market (1984-88) and a period of less active take- 
over activity (1989-1993). Mikkelson and Partch 
(1997) find that takeover activity and the sensi- 
tivity of top management turnover to performance 
is greater during the active takeover period. While 
the authors are unable to conclude that a decline 
in takeover activity actually causes a reduction in 
management turnover, the results are suggestive of 
periods of active takeover putting greater pressure 
on managers to optimise performance in order to 
avoid displacement. The remainder of this section 
explores the relationship between the likelihood of 
a hostile takeover and the principal mechanisms of 
internal governance available to shareholders. 
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2.1. Board composition and leadership 

The principal duty of the board of directors in 
a publicly held company is to protect and promote 
the interests of shareholders. The board is author- 
ised to endorse managerial initiatives, evaluate the 
performance of senior executives, and to reward 
or penalise their performance. In order to 
strengthen the governance function of the board it 
is often recommended that membership should 
comprise both executive and non-executive direc- 
tors. While executive directors may contribute to 
board effectiveness with their skill, expertise and 
industry-specific knowledge of the business, non- 
executives have the advantage of bringing inde- 
pendence and impartiality to the evaluation of 
management actions (Baysinger and Hoskisson, 
1990; Cadbury, 1992). In addition to non-execu- 
tive representation, board leadership has also at- 
tracted governance attention. In the UK for ex- 
ample, Cadbury (1992) recommends that ‘there 
should be a clearly accepted division of responsi- 
bilities at the head of a company....such that no 
one individual has unfettered powers of decision’ 
(para. 4.9). The preference for the separate board 
leadership structure is grounded in agency theory 
concerns regarding the potential for CEO/chair- 
man duality reducing the monitoring effectiveness 
of the board. However, even though recent evi- 
dence suggests that CEO/chairman duality is a 
declining feature of UK boards (Cadbury, 1995), 
as Dalton et al (1998) note, it remains an impor- 
tant feature of the US corporate environment. 

Even though there appears general agreement 
on the potential monitoring value of non-executive 
directors and separating the roles of CEO and 
chairman, the available empirical evidence is 
mixed. For example, Baysinger and Butler (1985) 
report a lagged relationship between the propor- 
tion of non-executive directors and corporate 
performance. Weisbach (1988) finds that boards 
possessing a higher proportion of non-executives 
are more likely to replace the firm’s CEO after a 
period of poor performance, while Rosenstein and 
Wyatt (1990) document significant positive excess 
returns on days surrounding the appointment of 
outside directors, suggesting that such appoint- 
ments are associated with increases in shareholder 
wealth. However, as pointed out by John and Sen- 
bet (1998), studies utilising performance measures 
other than the impact on shareholder wealth have 
failed to provide support for the value of non- 
executive monitoring. For example, Fosberg 
(1989) fails to find any significant relationship be- 
tween the proportion of outside directors and a 
variety of performance measures. 

Similarly, Hermalin and Weisbach (1991), using 
Tobin’s Q as a performance measure, find no 
relationship between board composition and 
performance. In respect of CEO/chairman duality, 
Rechner and Dalton (1991), using return on eq- 
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uity, found that firms with different individuals in 
the positions of CEO and chairman outperformed 
firms with CEO/chairman duality. On the other 
hand, Donaldson and Davis (1991) found that 
firms with CEO/chairman duality achieved higher 
shareholder returns compared to firms separating 
the two positions. 

A number of US studies have examined board 
composition in the context of takeovers. Morck et 
al (1989) analysed performance and management 
changes in a sample of 454 takeovers and manage- 
ment buy-outs in the 1980s. Boards of directors in 
healthy industries were found to play an important 
role in dismissing top management in firms whose 
performance was weak relative to their stronger 
performing counterparts. On the other hand, the 
correction of managerial failure was undertaken 
predominantly by takeovers in poorly performing 
industries. Morck et al (1989) suggest their results 
are consistent with the notion that the corporate 
board and takeovers are alternative mechanisms of 
corporate control. Similar conclusions are made 
by Shivdasant (1993) in a study of the governance 
characteristics of a sample of 214 hostile targets 
versus a control sample of non-targets. The likeli- 
hood of a hostile takeover was found to be nega- 
tively related to the number of additional direc- 
torships (Shivdasani’s proxy for non-executive 
quality) possessed by non-executive directors. 

In a study of the US savings and loans industry, 
Brickley and James (1987) found that the presence 
of non-executive directors serves to reduce mana- 
gerial consumption of perquisites in the absence of 
an effective takeover market. In a study of board 
composition in the US insurance industry, Mayers 
et al (1997) found that mutual insurers compensate 
for the absence of an active takeover market by 
utilising a greater proportion of outside directors 
compared to their proprietary counterparts. 
Furthermore, Mayers et al (1997) found that mu- 
tuals that convert to stock companies reduce the 
proportion of outside directors while stock insur- 
ers that mutualise increase the proportion of out- 
siders on the board. This evidence supports the 
hypothesis that outside director monitoring is per- 
ceived as an important substitute for the absence 
of managerial discipline expected to be associated 
with an active takeover market. Finally, Arthur 
and Taylor (1995) report a higher proportion of 
non-executive directors on boards in states that 
possess restrictive takeover legislation compared 
with their more permissive counterparts. 

Even though the impact of board leadership on 
takeover activity has received little academic atten- 
tion, Shivdasani (1993) does include such a vari- 
able in his logit model of takeover likelihood. 
Shivdasani (1993) finds that CEO/chairman dual- 
ity has a negative (marginally significant) impact 
on the likelihood of a hostile bid. If CEO/chair- 
man duality is associated with inferior governance, 


142 


Shivdasani’s results suggest that, in terms of board 
leadership at least, some aspects of internal gov- 
ernance may not be corrected by hostile takeovers. 
Indeed, Shivdasani (1993) also finds a significant 
negative relationship between the proportion of 
equity owned by CEOs and the likelihood of a 
hostile takeover. Taken together, these results sug- 
gest that CEOs who also serve as chairmen may 
become entrenched and consequently potential 
bidders are reluctant to make a bid (of course 
significant equity ownership would help to defeat 
an unwanted bid in any case). 


2.2. Executive share ownership 

Jensen and Meckling (1976) argue that agency 
conflicts between managers and shareholders may 
be reconciled when managers possess an owner- 
ship interest in their company. According to Jen- 
sen and Meckling (1976), managers and directors 
are inside shareholders who participate in the de- 
cision-making process as well as enjoying the ben- 
efits of ownership. Outside shareholders play a 
passive role in the firm’s decision-making process. 
In Jensen and Meckling’s (1976) convergence-of- 
interest model, an increase in the proportion of the 
firm’s equity owned by insiders 1s expected to re- 
sult in an increase in firm value as the interests of 
inside and outside shareholders are realigned. In 
the context of takeovers, Baron (1983) hypothes- 
ises that target managers’ preference for retaining 
control during a takeover is influenced by their 
level of share ownership in the firm. 

When personal financial gain (as a consequence 
of substantial equity holdings) arising from a 
change in ownership are non-trivial, incumbent 
managers are less likely to oppose a takeover at- 
tempt. On the other hand, Stulz (1988) develops a 
non-linear model which demonstrates how high 
managerial ownership can actually reduce the 
likelihood of a successful takeover. A high concen- 
tration of managerial ownership may prevent the 
efficient operation of the market for corporate 
control by allowing entrenched managers to block 
unwanted takeovers, or by raising premiums to 
such a prohibitive level that takeovers become un- 
profitable transactions for bidding firms. 

Empirical studies on the impact of managerial 
ownership on takeover likelihood have produced 
mixed results. Morck et al (1988), in a study of 
Fortune 500 companies, find a positive relation- 
ship betweeen managerial ownership and the likeli- 
hood of a friendly acquisition but find no signifi- 
cant relationship in the case of hostile acquisitions. 
Mikkelson and Partch (1989) examine a random 
sample of 240 industrial firms and find that man- 
agerial ownership is negatively related to takeover 
activity. Ambrose and Megginson (1992) find that 
insider ownership is not related to takeover likeli- 
hood. However, Song and Walkling (1993) find 
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that takeover targets are associated with signifi- 
cantly lower levels of managerial ownership than 
a matched sample of non-targets. Finally, in a 
study of hostile takeovers, Shivdasani (1993) finds 
that managerial ownership is significantly lower in 
the case of targets compared to a control group of 
non-targets. 

In addition to bid likelihood, a number of 
studies have examined the impact of managerial 
ownership once a bid has been launched. Of parti- 
cular interest in this respect is whether ownership 
influences target management’s attitude to the bid 
and/or the eventual outcome of the bid. Studies in 
the US by Song and Walkling (1993) and Cotter 
and Zenner (1994) and in the UK by Holl and 
Kyriazis (1996) find that bids are more likely to be 
friendly when management hold significant equity 
holdings. All three studies also find that bid suc- 
cess is positively related to managerial ownership. 
These studies are useful in attempting to under- 
stand the potential impact of managerial owner- 
ship on hostile takeovers, since significant levels of 
managerial ownership are expected to make a suc- 
cessful bid less likely and, consequently, less likely 
to be launched. 


2.3. Large external blockholders 

The corporate governance role of large external 
shareholders has attracted academic attention for 
two reasons. The first is associated with the poss- 
ibility of large shareholders having significant vot- 
ing power and improved incentives to supervise 
the activities of managers (Demsetz, 1983), Unlike 
dispersed shareholders, it is argued that the poten- 
tial benefits to large shareholders from ensuring 
that managers do not engage in non-value-max- 
imising behaviour are likely to exceed the costs of 
doing so. Thus, it is expected that firm perform- 
ance is improved when large external shareholders 
undertake a more active interest in important cor- 
porate issues and play a vigilant role in monitoring 
managers. The available empirical evidence ap- 
pears to be consistent with this view. Hill and Snell 


(1988) found that the presence of large blockhold- 


ers has a positive impact on profitability and cor- 
porate strategy in the US. In the UK, Leech and 
Leahy (1991) report a positive association between 
large shareholder control and corporate perform- 
ance. In the context of takeovers, Brickley et al 
(1988) and Agrawal and Mandelker (1990) find 
that firms with large external shareholders are less 
likely to adopt value-reducing anti-takeover 
amendments than firms with more dispersed own- 
ership. In a recent study in the Netherlands, Kabir 
et al (1997) also find that firms with dispersed 
ownership are more likely to utilise anti-takeover 
defensive measures. It appears therefore that the 
presence of large shareholders facilitates more ac- 
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tive monitoring of managerial performance and 
serves to reduce the need for takeover discipline. 

The second academic interest focuses on the 
ability of large shareholders to resolve the free- 
riding problem inherent in takeover transactions 
(Grossman and Hart, 1980). According to the 
theoretical model developed by Schleifer and 
Vishny (1986), large external shareholders may 
facilitate takeovers by selling their shares to bid- 
ding firms when incumbent managers are under- 
performing and unwilling to implement reforms. 
The empirical evidence on the impact of large 
shareholdings on takeover likelihood is unclear. 
Shivdasani (1993) finds that unaffiliated block- 
holders in hostile targets have significantly larger 
ownership stakes than their counterparts in non- 
target firms. However, Pound (1988) finds that the 
likelihood of dissidents gaining victory in proxy 
contests is reduced when the ownership level of 
external shareholders is high. In a recent UK 
study, Sudarsanam (1995) finds that institutional 
ownership is an important factor in ensuring bid- 
der success in hostile takeovers. 


3. Sample and variable description 


The sample comprises 116 firms, consisting of 58 
hostile targets and 58 non-targets. Acquisitions 
Monthly and FT Mergers and Acquisitions Inter- 
national were used to identify UK listed firms in- 
volved in hostile takeovers between 1989 and 1993 
inclusive. We have restricted our study to take- 
Overs prior to the implementation of the recom- 
mendations of the Committee on the Financial As- 
pects of Corporate Governance (Cadbury, 1992). In 
December 1992, the committee recommended that 
all quoted companies should have a minimum of 
three non-executive directors and should also sep- 
arate the roles of company chairman and CEO. 
The Committee’s recommendations have subse- 
quently been incorporated as best practice by the 
London International Stock Exchange (LISE) and 
listed companies are now required to report an- 
nually on their compliance with the committee’s 
proposals. As a consequence, there has been a 
significant increase in both the proportion of non- 
executive directors on UK boards as well as an 
increase in the number of firms separating the roles 
of CEO and chairman (Cadbury, 1995). These 
changes are likely to reduce the varation in the 
board composition and leadership variables and 
consequently reduce the power of our empirical 
tests. 

Since governance characteristics may differ de- 
pending on firm size (Demsetz and Lehn, 1985) 
and type of industry (Shivdasani, 1993), the con- 
trol sample is constructed by matching each target 
with a corresponding non-target firm on the basis 
of industrial classification and sales turnover, at 
the time of the bid announcement. Control firms 
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were matched with a target on the basis of having 
the same primary SIC code and also belonging to 
the same Stock Exchange industrial classification. 
Information on three-digit SIC codes and the in- 
dustrial classification of firms was obtained from 
the FAME Database and Stock Exchange Official 
Yearbooks respectively. Furthermore, control 
firms were matched for size on the basis of turn- 
over in the financial year immediately prior to the 
takeover bid. In order to be selected each control 
firm’s turnover was required to be within 10% of 
the turnover for its corresponding target. To verify 
that none of the firms in the control sample had 
received a takeover bid, both the Financial Times 
and The Times indices were monitored for a period 
of three years before and three years after the 
announcement of a bid for their target 
counterparts. 

Table 1 reports summary statistics for a selec- 
tion of firm characteristics and performance meas- 
ures. In respect of firm size, the mean market cap- 
italisation is £349m for the sample of hostile 
targets and £330m for the non-targets. Average 
turnover for the sample of target firms is £448m 
and £449m for the non-targets. Since the two sam- 
ples are matched for size, the mean and median 
comparisons reveal no significant difference be- 
tween the two samples. Table 1 also presents three 
measures of performance for the samples: market- 
to-book ratio, abnormal returns and return on 
capital employed. The market-to-book ratio ex- 
amines the relationship between a firm’s market 
capitalisation and the book value of total net as- 
sets as reported in the firm’s balance sheet. The 
mean and median comparisons reveal no signifi- 
cant differences between the samples. Abnormal 
returns are obtained from the London Business 
School Share Price Database (LSPD) and repre- 
sent the average annual abnormal return for years 
two-four prior to the year the takeover was 
launched. Returns for the year immediately prior 
to the takeover bid were excluded in order to re- 
duce the possibility of including an element of any 
bid premium.! The average abnormal returns are 
slightly higher in the case of non-targets, but nei- 
ther the mean nor median are significantly differ- 
ent between the two samples.? Return on capital 
employed is obtained from Datastream and is de- 
fined as net profit before taxation/total net assets. 
Return on capital employed shows significant dif- 
ferences between the two groups with the sample 
of targets exhibiting significantly lower returns 
compared to the non-targets. If hostile takeovers 


! The abnormal returns for the financial year immediately 
prior to the takeover bid shows higher returns for target firms 
(t-statistic = 1.48). 

2 Targets show marginally higher returns in year —2 (t-sta- 
tistic=0.51) but lower returns in years —3 (t-statistic= 1.23) 
and year — 4 (t-statistic= 0.50). 
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are motivated by the potential for future gains 
from the correction of managerial failure, lower 
returns are expected for takeover targets. 

Finally, since previous research shows that firms 
which are lowly geared or highly liquid are attrac- 
tive takeover targets (Palepu, 1986; Barnes, 1990) 
we also obtain measures of capital gearing (long 
term liabilities+bank overdrafts/share capital+res- 
erves) and liquidity (current assets — stock/current 
liabilities) from Datastream. However, our mean 
and median comparisons in Table 1 show no 
significant differences between targets and non-tar- 
gets in respect of gearing or liquidity. 

Based on the internal governance literature re- 
viewed in the previous section, board composition, 
managerial ownership, and the ownership of ex- 
ternal blockholders are used to proxy for internal 
governance characteristics. The percentage of non- 
executive directors is used to represent the extent 
of board monitoring.? Various US studies have 
usefully categorised non-executive directors in re- 
lation to their business affiliation with the firms on 
whose boards they serve. Until recently, UK dis- 
closure requirements did not oblige companies to 
reveal such information so we are unable to in- 
clude a precise measure of non-executive affiliation 
in this study.* However, in an attempt to obtain 
further insights into non-executive independence, 
two further variables are included to proxy for 
non-executive independence. 

First, we categorise non-executive directors de- 
pending on the length of time spent on a com- 
pany’s board.’ Corporate governance discussions 
in both the US and the UK have highlighted the 
potential for non-executive directors who serve for 
long periods to be more closely aligned with 
management compared to directors with shorter 
tenure. Consequently, the recent report of the 
Committee on Corporate Governance (Hampel, 
1998) suggests that non-executive directors should 
put themselves forward for re-election every three 
years. Furthermore, in the US, Michigan state law 
excludes from the definition of independent any 
directors who have served on a firm’s board for 
an aggregate period of three years or more. Con- 


3 In compiling our list of directors we use the annual report 
and accounts to identify which directors were serving at the 
financial year end. Directors appointed between this date and 
the publication of the annual report and accounts are excluded. 
However, directors resigning between the financial year end 
and the publication of the annual report and accounts are 
included. 

4 Since the publication of the Report on the Financial Aspects 
of Corporate Governance in 1992, UK listed companies provide 
a great deal of biographical information on their directors. 
However, since our study utilises disclosures made between 
1988 and 1992, insufficient information was available on a con- 
sistent basis to apply a similar measure of non-executive affil- 
iation in this study. 

> We are grateful to an anonymous referee for suggesting 
this proxy for non-executive affiliation. 
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sequently, we analysed the annual reports of com- 
panies in our sample for up to five years prior to 
the year immediately before the takeover bid and 
categorised any non-executives serving for the 
whole of this period as being affiliated. 

Second, we include a variable representing the 
average number of additional directorships held by 
each non-executive director. Only directorships 
held in other UK listed companies (i.e. companies 
quoted on the full market or on the Unlisted Se- 
curities Market but excluding directorships in in- 
vestment trusts) were included in calculating this 
variable. In a corresponding study in the US, 
Shivdasani (1993) utilises a similar variable to 
proxy for non-executive quality, arguing that non- 
executive independence is likely to be reflected in 
the number of additional directorships each non- 
executive possesses. The number of directorships 
held by individual directors has also been utilised 
by Gilson (1990) in seeking to evaluate the mar- 
ket’s subsequent perception of directors of firms 
involved in financial restructuring. 

We use a binary variable to denote instances 
where the same individual occupies the positions 
of chairman and CEO, since recent governance 
discussions suggest that such a duality of roles 
may not be in shareholders’ interests (Cadbury, 
1992; Jensen, 1993). In light of Shivdasani’s (1993) 
finding that CEO/chairman duality may have a 
negative impact on the likelihood of a hostile take- 
over, we include a binary variable to indicate the 
presence of the company founder as CEO/chair- 
man so as to investigate whether CEO/chairman 
entrenchment is more likely to occur in the pres- 
ence of the firm’s founder.’ 

We utilise separate variables to represent the 
proportion of equity owned by the CEO, the own- 
ership of executive directors other than the CEO 
and the ownership of non-executive directors. UK. 
legislation requires all public companies to disclose 
the identity and ownership level of all shareholders 
owning in excess of 5% of total equity. The execu- 
tive and non-executive share ownership variables 
measure beneficial and voting shares only. We util- 
ise a number of variables to measure the propor- 
tion of equity owned by external blockholders: the 
proportion of total equity owned by institutional 
and non-institutional shareholders as well as the 
ownership of affiliated and unaffiliated external 
shareholders. Studies by Sudarsanam (1995) in the 
UK and Duggal and Millar (1994) in the US have 


6 The primary sources of additional directorship were direc- 
tors’ biographies in the annual report and accounts as well as 
the biographical section of the Arthur Andersen Corporate 
Register. 

We are grateful to an anonymous referee for this 
suggestion. 

Companies Act 1989 has lowered this threshold to 3%. 
Since this change only became operational in 1992, the 5% level 
is used in this study. 
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suggested that institutional shareholders may be- 
have differently from other external shareholders 
during takeover contests. Shivdasani (1993) also 
usefully distinguished between affiliated and un- 
affiliated shareholders in his study of hostile take- 
overs in the US. In this study we have defined in- 
stitutional ownership as insurance companies, 
pension funds and investment trusts and affiliated 
shareholders as those companies, institutions and 
individuals with family links with the business.’ All 
other shareholders are defined as being unaffi- 
liated. Data used to compile the board composi- 
tion and ownership variables has been obtained 
from a number of sources: the published report 
and accounts of targets and non-target companies 
for the financial year preceding the bid as well as 
various issues of: The Directory of Directors, The 
Stock Exchange Yearbook and The Arthur Ander- 
sen Corporate Register!°—a twice-yearly publi- 
cation that provides board and ownership 
information on all UK listed companies. 


4, Empirical results 


Table 2 reports summary statistics and means dif- 
ferences in respect of board composition and own- 
ership structure in the samples of hostile target and 
non-target firms. Of directors in target firms, 
40.1% are non-executive compared to 36.07% in 
non-targets. Utilising non-executive tenure as a 
measure of affiliation, we find that 20% of direc- 
tors in target firms are unaffiliated compared to 
14.95% unaffiliated directors in non-target firms. 
Non-executive directors in target firms possess an 
average of 0.44 additional directorships compared 
to non-executives in non-targets who possess an 
average of 0.58 additional directorships. Of the 
three board composition variables, only the pro- 
portion of unaffiliated directors shows a significant 
difference between the two samples; 36% of targets 
have the same person occupying the positions of 
CEO and company chairman compared to 62% of 
non-targets, while 9% of targets have the company 
founder as CEO and company chairman com- 
pared to 29% of non-targets. The difference be- 
tween the subsamples is significant at the 1% level 
for both variables. 

Some further significant differences emerge be- 
tween the samples in respect of ownership struc- 
ture. The degree of executive share ownership is 
significantly greater in the case of non-targets com- 
pared to targets. CEO ownership in targets is 
1.10% which is significantly lower than the 3.86% 


9 Shareholders were classified as being affiliated where such 
affiliations were either explicitly mentioned in the company’s 
annual report and accounts, or where shareholders names 
(including nominee companies) suggested such an affiliation. 

10 Published by Hemington Scott and renamed The Price 
Waterhouse Corporate Register m 1995. 
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for non-targets. This result is closely mirrored in 
respect of non-CEO ownership where non-targets 
also possess a significantly larger stake. The own- 
ership of non-executive directors is also lower in 
the case of takeover targets (1.25%) compared to 
non-targets (2.32%). However, the difference in the 
case of non-executive directors is not significant. 
The aggregate ownership of institutional share- 
holders in target firms is 9.68% compared to 8.15% 
for non-targets with corresponding non-institu- 
tional ownership stakes of 13.95% and 11.36%— 
neither differences are significant. Distinguishing 
between affiliated and unaffiliated external share- 
holders provides some significant differences be- 
tween targets and non-targets. Even though no 
significant difference exists in respect of affiliated 
shareholders, ownership by unaffiliated sharehold- 
ers is significantly greater in targets compared to 
non-targets (20.48% and 14.58% respectively). 

The presence of a higher proportion of non- 
executive and unaffiliated directors on the boards 
of target firms suggests that targets possess 
stronger board governance compared to non-tar- 
gets—-supporting the view that hostile takeovers 
are utilised only when strong governance mecha- 
nisms exist but are ineffective. In this respect our 
univariate results are broadly similar to Shivda- 
sani’s (1993) findings in the US. However, unlike 
our findings, the difference in respect of non- 
executive directors (using the same definition) is 
significant in Shivdasani’s study. If we assess non- 
executives’ monitoring potential by the number of 
additional directorships held, non-targets possess 
better quality non-executives and therefore sup- 
ports the contention that hostile takeovers and 
board composition may be substitutes. 

Again, unlike our findings, the mean number of 
additional directorships held by non-executive di- 
rectors in Shivdasani’s (1993) study is marginally 
significant. The comparisons in respect of board 
leadership suggest that the existence of CEO/chair- 
man duality serves to prohibit takeovers——possibly 
bidders are discouraged by the presence of an en- 
trenched CEO (which CEO/chairman duality may 
indicate). Furthermore, the fact that CEO/chair- 
men in non-targets are more likely to be the com- 
pany founder, supports this interpretation. Similar 
to Shivdasani (1993) and Song and Walkling 
(1993) we find greater executive share ownership 
in non-target firms. This finding provides a useful 
insight into existing studies that consistently report 
greater executive ownership in friendly as opposed 
to hostile bids and successful as opposed to un- 
successful bids. Viewed in this context, it appears 
that hostile bids are more likely to be launched 
when executives own a relatively insignificant pro- 
portion of equity—-presumably in order to increase 
the bid’s likelihood of success. 

Our findings regarding unaffiliated shareholders 
mirror those of Shivdasani (1993), which suggests 
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that hostile bids are more likely to occur wben 
large shareholders are independent from 
management. 

Table 3 reports Pearson correlation coefficients 
of the governance and size variables used in the 
study. Correlations are useful in the context of this 
paper because they are capable of providing im- 
portant insights on the relationship between the 
internal governance and ownership variables. In 
addition, the inclusion of the log of market capi- 
talisation allows us to analyse the way governance 
mechanisms alter depending on firm size. Demsetz 
and Lehn (1985) argue that as firm size increases 
the costs of alternative forms of internal gover- 
nance change. For example, monitoring through 
large external ownership becomes more expensive 
for shareholders as the market value of the firm 
increases. Therefore shareholders in large firms are 
less likely to monitor through ownership and more 
likely to utilise alternative forms of internal gov- 
ernance such as the use of non-executive directors 
and/or executive share ownership. 

Panel A reports correlation coefficients for the 
sample of 58 hostile targets and panel B provides 
correlations for the matched sample of non-tar- 
gets. In both samples the proportion of non-execu- 
tive directors is positively correlated with both the 
proportion of unaffiliated directors and the mean 
number of additional directorships held by each 
non-executive director. In the sample of non-tar- 
gets the proportion of non-executives is also posi- 
tively correlated with non-executive share owner- 
ship and company size. The proportion of 
non-executives is negatively associated with the 
presence of the same individual in the positions of 
CEO and chairman and executive share ownership 
in both samples, but negatively associated with the 
presence of company founder and affiliated exter- 
nal shareholders only in the sample of non-targets. 

We suggested that by including the log of mar- 
ket capitalisation we are capable of obtaining a 
richer understanding of the relationship between 
the different governance mechanisms used by firms 
and the impact of an exogenous factor—such as 
firm size—on the emphasis placed on each 
mechanism. In terms of the relationship between 
ownership and firm size, a number of important 
correlations emerge from Table 3. In the case of 
targets, a significant negative association exists be- 
tween firm size and the director ownership varia- 
bles but the strength of the relationship between 
size and the external ownership variables is much 
weaker. However, in the case of non-targets, even 
though the negative association between size and 
director ownership variables also exists, there is 
also a significant negative association with both 
the ownership of institutions and unaffiliated own- 
ership. Overall, the correlations between size and 
ownership in the sample of non-targets is expected, 
since monitoring by large blockholders is expected 
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to be more expensive compared to alternative 
forms of internal monitoring and consequently 
more emphasis is expected to be placed on the 
monitoring of non-executive directors. The corre- 
lations in the sample of targets show a weaker sub- 
stitution between size, external ownership and 
board monitoring. Neither board composition nor 
external ownership are significantly associated 
with size—indeed, size is negatively associated 
with the proportion of unaffiliated directors. 

Table 4 reports the results of a logistic regres- 
sion of takeover likelihood using board and own- 
ership characteristics. The results of three logit 
models are shown. In Model 1 the proportion of 
non-executive directors and the mean number of 
additional directorships is used to represent board 
monitoring, while external blockholder ownership 
is represented by the ownership of institutional 
and non-institutional shareholders. In Model 2, 
the proportion of non-executive directors is sub- 
stituted by the proportion of unaffiliated directors, 
we include the presence of the firm founder, and 
external ownership is represented by affiliated and 
unaffiliated shareholder variables. In Model 3, we 
include two interactive variables representing the 
ownership of BOSS multiplied by CEO ownership 
and the ownership of non-executives multiplied by 
non-executive representation. 

In terms of the monitoring potential of the 
board, neither the proportion of non-executive di- 
rectors nor the proportion of unaffiliated directors 
has a significant impact on takeover likelihood. 
The multivariate results in respect of the propor- 
tion of unaffiliated directors differs from the uni- 
variate comparisons in Table 2 where the boards 
of hostile targets possessed a significantly greater 
proportion of unaffiliated directors. In all three re- 
gressions the mean number of additional director- 
ships held by non-executives has a negative 
(marginally significant) impact on takeover likeli- 
hood. Even though neither the presence of the 
same individual as CEO and chairman nor the 
presence of the company founder have a signifi- 
cant impact on the likelihood of a hostile bid, the 
ownership stake of individuals serving as CEO and 
chairman has a significant negative impact on the 
likelihood of a hostile bid. This suggests that the 
combination of CEO and chairman is more potent 
in discouraging a potential bid when the CEO/ 
chairman also possesses a significant ownership 
stake in the company. 

Our results in respect of board composition are 
broadly similar to Shivdasani (1993), who finds 
that the mean number of additional directorships 
held by non-executives has a negative impact on 
takeover likelihood (Shivdasani’s result was 
significant at 1%). He also failed to find either the 
proportion of non-executive directors or the pro- 
portion of unaffiliated directors significantly im- 
pacting on the likelihood of a hostile bid. 
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Table 4 
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Results of a logistic regression of takeover likelihood using board and ownership characteristics for a sample of 
hostile takeover targets and a control sample of industry- and size-matched non-target firms 


Model I Model IT Model IIT 
Percentage of non-executive directors* — 0.0053 
(0.7544) 
Percentage of unaffiliated directors? 0.0239 0.0220 
(0.2061) (0.2521) 
Mean number of additional directorships held by each non- — 0.7079 — 0.6793 — 0.6478 
executive director? (0.0713) (0.0781) (0.0935) 
BOSS? — 0.7430 
(0.1125) 
BOSS is company founder? — 0.4382 
| (0.5694) 
Ownership by CEO — 0.1461 — 0.1310 
(0.0595) (0.1344) 
BOSS* ownership by CEO — 0.2424 
(0.0361) 
Ownership by executive directors excluding CEO — 0.2934 — 0.2286. —0.2514 ' 
(0.0107) (0.0389) (0.0237) 
Ownership by non-executive directors — 0.0254 — 0.0222 
| (0.6088) (0.6470) 
Ownership by non-executive directors*% non-executive directors — 0.0007 
(0.4994) 
Ownership by institutional 5% external shareholders‘ — 0.0030 
(0.8892) 
Ownership by non-institutional 5% external shareholders 0.0112 
(0.4724) 
Ownership by affiliated 5% external shareholders* — 0.0021 — 0.0062 
(0.9365) (0.8230) 
Ownership by unaffiliated 5% external shareholders 0.0092 0.0084 
| (0.5424) (0.5741) 
Return on capital employed — 0.0439 — 0.0448 — 0.0439 
' (0.0474) (0.0423) (0.0483) 
Constant 2.3177 1.2106 1.2403 
(0.0201) (0.1067) (0.0963) 
Likelihood ratio index! 0.241 0.216 0.239 
Likelihood ratio statistic! 77.432* 66.528* 73.586* 


p-values are in parentheses. 
*Significant at 1% 


Non-executive directors are directors who are not also employees of the firm. 

Unaffiliated directors are non-executives who have served as directors for less than 5 years. 

cAdditional directorships represent directorships in other UK listed companies. 

‘Binary variable: =1 if same individual holds the positions of company chairman and CEO: = 0 giente 
‘Binary variable: = 1 if ‘BOSS’ is company founder: = 0 otherwise. 

‘Institutional shareholders represent insurance companies, pension funds and investment trusts. 

Affiliated shareholders represent companies, institutions and individuals with business or family ties with the 
firm. 

"The likelihood ratio index is equal to (1 —log likelihood at convergence/log likelihood at zero). It is the 
analog of R-square in multiple regression. | 
The likelihood ratio statistic is defined as: 2 x (log likelihood at convergence — log likelihood at zero). The 
statistic tests the null hypothesis that all model parameters are equal to zero. Under this hypothesis, the 
likelihood ratio statistic is asymptotically distributed as a chi-square. The degrees of freedom are equal to the 
number of parameters in the model. P 
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Similar to a number of recent studies on take- 
over activity, we find that director share ownership 
. has an important role in explaining the likelihood 
of a hostile bid. In all three models the ownership 
stake of executive directors excluding the CEO has 
a negative and significant impact on takeover 
likelihood. This finding is consistent with both 
Song and Walkling (1993) and Shivdasani (1993), 
both of whom report evidence of a significant neg- 
ative relationship between takeover likelihood and 
managerial ownership in the context of US take- 
overs. The ownership of non-executive directors 
does not appear to influence the likelihood of a 
hostile takeover bid. The external shareholder var- 
iables are not significant in any of the logit models. 
The absence of a significant relationship in respect 
of external affiliation is at variance with Shivda- 
sani’s (1993) US study, where unaffiliated owner- 
ship was found to be positively associated with the 
likelihood of a hostile takeover bid. 

Finally, in all three logit models return on cap- 
ital employed has a negative and significant impact 
on takeover likelihood. This provides further evi- 
dence for the governance role of takeovers sug- 
gesting that hostile targets exhibit inferior account- 
ing performance compared to non-targets. 

Weisbach (1993) suggests that a useful method 
of discussing the regression results is by examining 
the predicted probabilities from the logit 
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equations. Table 5 presents the estimated prob- 
abilities for our study. At the base case, where all 
the variables are at their mean values, the prob- 
ability of a hostile takeover is 44.9%. Table 5 pres- 
ents the probability of takeover when each of the 
explanatory variables are at their 10th and 90th 
percentile but holding all the remaining variables 
at their mean values. The results provide useful 
insights on the impact of changing governance 
measures on takeover likelihood. 

For example, as the number of additional direc- 
torships held by each non-executive director in- 
creases from zero to about 1.33, the likelihood of 
a hostile takeover reduces from 54% to 31.3%. 
Similarly, having the same individual as CEO and 
chairman decreases the probability of a takeover 
bid from 54% to 35.9%. The strongest influence on 
takeover likelihood comes from the level of own- 
ership of executive directors excluding ownership 
of the CEO. By increasing executive share own- 
ership from 0.007% to 7.821%, the probability of 
a hostile takeover reduces from 60% to 13%. Table’ - 
5 also illustrates the weak influence of non-execu- 
tive directorships, non-executive share ownership 
and institutional ownership on the likelihood of a 
hostile takeover bid. 

Although the main objective of our study is to 
examine board composition and ownership in the 
context of takeover likelihood, an interesting ex- 


Estimated probabilities of a hostile takeover as a function of board composition and ownership 
characteristics (probability of a hostile takeover with all variables at their means = 0.449)« 


Variables Value at 10th 


percentile 


17.353 


Percentage of non-executive 
directors? 

1 Mean number of additional 

| directorships held by each non- 
executive director? 
BOSS? 
Ownership by CEO 
Ownership of executive directors 
excluding CEO | 
Ownership by non-executive 
directors 
Ownership by institutional 5% 
external shareholders* 
Ownership by non-institutional 5% 
'external shareholders 

‘| Return on capital employed 


0.000 


0.000 
0.002 
0.007 
0.000 
0.000 
0.000 


2.220 


Value at 90th 
percentile 


Probability at 
10th 
percentile 


0.477 


Probability at 
90th 
percentile 


57.143 0.425 


1.333 0.313 ` 


1.000 
7.386 
7.821 


0.359 
0.285 
0.130 


6.992 0.417 


24.218 0.438 
37.543 0.519 


29.033 0.315 


. *The logit regression in Model 1 of Table 4 is used to estimate the probabilities. 
‘Non-executive directors are directors who are not also employees of the firm. 
‘Additional directorships represent directorships in other UK listed companies. 
4Binary variable: = 1 if same individual holds the positions of company chairman and CEO:= 0 otherwise. 
‘Institutional shareholders represent insurance companies, pension funds and investment trusts. 
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tension is to see whether internal governance char- 
acteristics differ between successfully acquired tar- 
gets and takeover bids that fail. Table 6 presents 
results of a univariate analysis of board, ownership 
and size characteristics for the successful and un- 
successful targets and the matched samples of non- 
targets. In terms of board composition and lead- 
ership, targets retaining their independence possess 
a significantly greater proportion of non-executive 
and unaffiliated directors compared to non-tar- 
gets. Unsuccessful targets are also significantly less 
likely to exhibit CEO/chairman duality compared 
to non-targets. No such differences exist between 
targets and non-targets in the case of successful 
bids. This suggests that targets which successfully 
defend their independence have stronger board 
governance and leadership compared to non-tar- 
gets. When the two types of targets are compared, 
unsuccessfully acquired firms possess a greater 
proportion (marginally significant) of unaffiliated 
directors than acquired firms. 

All the executive ownership variables are signifi- 
cantly larger in non-targets compared to targets 
regardless of bid outcome. However, no significant 
differences exist between the subsamples of targets. 
None of the external ownership variables differ 
significantly between the subsamples of targets and 
non-targets. However, successfully acquired firms 
possess a marginally lower proportion of both in- 
stitutional and unaffiliated share ownership com- 
pared to their unsuccessful counterparts. This find- 
ing provides some support for Black and Coffee’s 
(1994) assertion that UK institutional shareholders 
are frequently supportive of incumbent manage- 
ment in hostile bids. Targets retaining their inde- 
pendence show significantly inferior performance 
compared to the matched sample of non-targets 
but no performance differences are identified be- 
tween the two categories of targets. Successfully 
acquired firms are significantly larger than unac- 
quired firms. This suggests that target manage- 
ment may find it more difficult to retain independ- 
ence in larger firms where there are expected to be 
a greater number of small shareholders. 


5. Conclusion 


A primary objective of this study is to examine 
whether hostile takeovers represent a governance 
mechanism of last resort launched either when in- 
ternal governance is weak, or when appropriate 
internal governance exists but is ineffective in en- 
suring that managers pursue shareholder 
objectives. 

In terms of the proportion of non-executive di- 
rectors, we find no significant differences between 
the two samples. When we further categorise non- 
executives in respect of their affiliation with 
management (1.e. defining affiliated as those direc- 
tors who have served for more than five years) we 
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find a greater proportion of unaffiliated directors 
on the boards of target firms. We find non-exec- 
utives in non-target firms possess a greater number 
of additional directorships than their counterparts 
in target firms. Even though this difference was 
not significant in the univariate analysis, the logit 
regression of takeover likelihood finds that the 
number of additional directorships has a signifi- 
cant negative impact on the likelihood of a hostile 
bid. Shivdasani (1993), who reports a similar result 
in the US, suggests that additional directorships is 
a good proxy for director quality since ‘better’ di- 
rectors are expected to serve on more boards. We 
also find that non-targets are more likely to have 
the same individual serving as company chairman 
and CEO. Investigating this finding further, we 
find that in non-targets when CEO/chairman du- 
ality occurs, almost half the CEOs are company 
founders compared to only 25% in the case of tar- 
gets. This suggests that the presence of the com- 
pany founder discourages potential bidders from 
launching a hostile bid. Furthermore, our logit 
model] suggests that while CEO/chairman duality 
does not necessarily reduce the likelihood of a bid, 
CEO/chairman duality coupled with CEO owner- 
ship has a significant negative impact on bid 
likelihood. 

Executive share ownership has a negative and 
significant impact on the likelihood of a hostile 
takeover bid. This finding mirrors similar work in 
the US, which consistently finds executive owner- 
ship negatively related to takeover likelihood 
(Song and Walkling, 1993; Shivdasani, 1993). Two 
explanations have been offered for this finding. 
Share ownership by directors may serve to recon- 
cile the interests of managers and shareholders and 
hence reduce the need for takeover discipline. 
Alternatively, if executives enjoy some rents from 
their jobs, they are expected to resist all takeovers 
and such resistance is more effective when they 
also own a large proportion of firm equity. 

In the case of hostile takeovers it appears that 
bidders are less likely to launch a takeover when 
executive ownership is significant. This interpreta- 
tion is reinforced by the absence of a link between 
executive ownership and takeover outcome in our 
sample. Even though we differentiate large exter- 
nal shareholders between institutional and non-in- 
stitutional and affiliated and unaffiliated, we find 
little evidence that large blockholders play a role 
in takeover likelihood. Interestingly, we find some 
evidence that institutional and unaffiliated share- 
holders may support managers in smaller targets 
to defeat unwanted bids. The univariate analysis 
finds that target firms exhibit a significantly lower 
return on capital employed compared to non-tar- 
gets, while the multivariate analysis finds that re- 
turn on capital employed has a significant negative 
impact on the likelihood of a hostile bid. Even 
though the ownership of unaffiliated blockholders 
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is significantly greater in the case of non-targets in 
the univariate analysis, none of the blockholder 
variables appear to have a significant impact on 
takeover likelihood in our logit models. 

Even though our study provides some important 
insights into the relationship between internal and 
external governance, a number of limitations exist. 
First, an important limitation of our study is the 
static nature of the analysis. By focusing on board 
composition and ownership characteristics 
immediately prior to the hostile bid, we are unable 
to comment on the quality of targets’ internal gov- 
ernance over an extended period prior to the bid. 
For example, information on target performance 
and any consequent governance responses in the 
years prior to the bid would provide us with a 
more comprehensive understanding of the 
relationship between internal and external control. 
Furthermore, in addition to analysing the gover- 
nance structure of targets prior to a bid, a useful 
extension of the study is to examine the impact of 
hostile bids on changes in governance character- 
istics of those targets successfully retaining their 
independence. 

Second, our results highlight a negative relation- 
ship between executive ownership and the likeli- 
hood of a hostile bid. While this finding suggests 
that firms with significant executive ownership are 
less likely to require the additional governance of 
takeovers since executive ownership may reconcile 
the interests of managers and owners, an alterna- 
tive interpretation may be that executives possess- 
ing significant ownership stakes are capable of in- 
sulating themselves from the threat of a hostile 
bid. Our study is unable to identify which of these 
explanations is dominant. 

Three, our focus on the potential for share- 
holder monitoring suggests a relatively easy sub- 
stitution between hostile takeovers and internal 
governance. However, the significantly higher 
costs associated with a hostile takeover relative to 
the costs of recruiting additional non-executives, 
for example, suggests that internal and external 
governance are unlikely to be perfect substitutes. 
Finally, a number of researchers have argued that, 
rather than serving as a mechanism of governance, 
takeovers represent a re-distribution of wealth in 
favour of shareholders at the expense of other 
stakeholders (Schleifer and Vishny, 1988). 
Furthermore, the clustering of takeover activity at 
certain periods suggests that correction of gover- 
nance deficiencies may only be a partial explana- 
tion for hostile takeover activity. 
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The economics of Accounting for Growth 


Rhoda Pierce-Brown and Tony Steele* 


Abstract—This is a study of the accounting policies of the leading UK companies analysed by Terry Smith in 
Accounting for Growth (1992), Smith’s critical survey achieved a certain notoriety at the time both for the content, 
which catalogued important ambiguities in UK GAAP, and also because the author was a leading investment 
analyst whose employers attempted to suppress the publication. The events that led to his dismissal were extensively 
reported in the financial press. In this paper we revisit the original analysis in the context of recent advances in the 
economics of accounting policy choice. Agency theory variables are used to predict the individual accounting policy 
choices and combinations of policies in Terry Smith’s analysis. In particular, size, gearing, the presence of an 
industry regulator and industry classification are good predictors of accounting policy choices. Our results are 
stronger for the whole set of accounting policies than for each individual policy. This is consistent with accounting 
policy choice being a strategic and comprehensive selection from interactive policies rather than a series of inde- 


pendent decisions. 


1. Introduction 


This study investigates creative accounting in the 
UK from a costly contracting perspective, using 
the survey data published in a famous book, Ac- 
counting for Growth. When the book was pub- 
lished in 1992, its author Terry Smith was the head 
of UK Company Research at UBS Phillips and 
Drew. His claims about the implications of ‘un- 
healthy’ accounting policy choices for investment 
performance were seen as a direct attack upon 
some of the UK’s largest and most respected 
enterprises. ! 

UBS Phillips and Drew, who included some of 
the companies criticised by Smith among their 
largest clients, tried to suppress publication and in 
dismissing their erstwhile head of research they in- 
advertently fuelled the explosion of publicity sur- 
rounding the launch of the book. The resulting 
press attention achieved considerable currency for 
a sinister interpretation of accounting innovation 
and the accounting regulators, entering the dispute 
in support of Smith, intensified this effect. Most 
of the same policy areas were also identified as 
problems by the Accounting Standards Board in 
its radical review of the regulations and restruc- 
turing exercise of 1990, with the head of the ASB, 
Sir David Tweedie, being quoted: 


‘Terry identified exactly the same problems 
as we did with the accountancy world. I 


*The authors are, respectively, at Leicester Business School, 
De Montfort University, The Gateway, Leicester, LE] 9BH 
and Warwick Business School, University of Warwick, Cov- 
entry, CV4 7AL. Correspondence should be addressed to Mrs 
R. Pierce-Brown. The final version of this paper was accepted 
in December 1998. 

1 For example, see Jack and Cohen (1992). 


think of the 12 issues he highlighted we have 
now dealt with nine of them.’ (Hamilton, 
1993). 


The data provided by Smith are particularly in- 
teresting since they represent an authoritative iden- 
tification of important ‘creative’ accounting poli- 
cies and the companies that were employing them, 
compiled by a professional and high-ranking an- 
alyst. Smith’s selection of policies gives the prac- 
titioner’s view of the major techniques of creative 
accounting current at the time. The dataset also 
makes it possible to view the portfolio of inter- 
active policies adopted by each company. 

The public debate over Accounting for Growth 
was expressed primarily in terms of representa- 
tional faithfulness and the requirement for truth 
and fairness. In these terms, the use of creative 
accounting is almost invariably judged unethical 
since its assumed motive is to conceal a poor 
performance from shareholders. The main premise 
of the Accounting for Growth dataset is that it iden- 
tifies the instruments by which companies increase 
reported earnings (Smith and Hannah, 1991, p.3), 
although no evidence is presented by the authors 
of the report in support of this claim. The popular 
view reflected in the financial press is that share 
prices closely reflect published earnings (as dem- 
onstrated by quoted P/E ratios) and that com- 
panies can engineer changes in their own share 
price by the use of creative accounting. The 1996 
edition of Accounting for Growth includes the text 
of a Times article, which claims that: 


‘Fifteen months after Terry Smith’s contro- 
versial book, Accounting for Growth, climbed 
into the best-sellers lists, event after event is 
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proving the maverick analyst right.” (Ham- 
ilton, 1993). 


The events in question were a number of “cor- 
porate failures’ listed in Table 1. In this context, 
the term ‘failure’ appears to encompass restructur- 
ing, senior management changes, shares that un- 
derperform the market and rights issues. This ana- 
lysis is clearly selective and impressionistic. No 
mention is made of the fate of the remaining 198 
companies in the Accounting for Growth sample, 
no definitions are provided for terms such as ‘un- 
der-performance’ and no explanation given for the 
choice of these criteria as illustrations of corporate 
failure. The article illustrates the simple popular 
view of creative accounting in the press and an 
adulatory belief in the prophecies of Terry Smith. 

A more sophisticated theoretical analysis of cre- 
ative accounting can be found in Tweedie and 
Whittington (1990), where accounting policy 
choice is analysed in the traditional terms of rep- 
resentational faithfulness, income recognition cri- 
teria, economic substance and the requirement for 
comparability. This taxonomy provides a more ap- 
propriate framework in which to consider the ec- 
onomic effect of creative accounting than does the 
analysis in Smith (1992), which is little more than 
a catalogue of techniques. The results presented in 
this paper provide a link between the empirical 
work of Smith (1992) and the theoretical devel- 
opments of Tweedie and Whittington (1990). 

In part, the motivation for this paper is to ex- 
amine the empirical data provided by Smith in a 
more rigorous theoretical context. We therefore in- 
vestigate the accounting policy choices in an effi- 
cient contracting context, as being systematically 
related to firms’ contracts based explicitly on ac- 


Table 1 
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counting numbers and situations where accounting 
numbers are used.” 

The empirical effect of costly contracting is that 
accounting methods adopted are systematically re- 
lated to characteristics of the firm and/or its in- 
dustry. We find that the predictors of ‘creative’ ac- 
counting policy choice are industry, size, gearing 
and the presence of an industry regulator. Our re- 
sults have more explanatory power for the whole 
set of accounting policies chosen by a company 
than for each individual policy, a result consistent 
with US evidence (e.g. Zmijewski and Hagerman, 
1981) that the domain is one of strategic choice 
among policies rather than a sequence of inde- 
pendent binary choices. 

The efficient contracting literature now draws a 
distinction between ‘opportunistic’ policy choices 
and ‘equilibrium’ choices that are related to the 
individual circumstances of the firm (for example, 
Zimmer, 1986). Smith’s contention in Accounting 
for Growth is that policies are chosen as a device 
to flatter a poor performance and thus he concen- 
trates almost entirely upon ‘opportunistic’ argu- 
ments. Our results indicate that earnings enhance- 
ment is not the sole consideration in such decisions 
and that policies are selected for other economic 
reasons, which may be ‘equilibrium’ factors. Policy 
choices can be predicted from other economic var- 
iables, and the relationship between such choices 
and corporate performance is more subtle and 
complex than Smith’s commentary would lead us 
to believe. 


2 See Watts and Zimmerman (1986, ch. 11) for a review of 
the relevant literature. 


‘How Smith’s culprits came unstuck’ (From the Sunday Times 14/11/93) 


‘Companies using the most dubious accounting practices’ 


Tiphook (4)* 
Queen’s Moat (6) 
Trafalgar House (8) 
Albert Fisher (7) 
British Aerospace (7) 
Ratners (7) 

Lonrho (6) 


In talks with banks, debts soar 

Financial reconstruction under way 

Auditors, chairman and chief executive depart; huge losses; two rights issues 
Losses; chairman departs 

Record losses; rights issue 

Founder departs; huge losses 

Huge changes in way group is run 


Grandmet (9) 
Bass 
Ladbroke (8) 


Shares underperform 
Shares underperform 
Chairman steps down 


*Figure in parentheses denotes the number of dubious accounting policies used. 
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The paper is in six sections: a description of the 
policy choice data follows this introduction; then 
the review of literature; identification of the rele- 
vant explanatory variables and description of the 
regression models employed; the empirical results 
and, finally, conclusions. 


2. The nature and relevance of the 
Accounting for Growth dataset 


At the heart of Accounting for Growth is the ‘Ma- 
jor companies accounting health check’ which re- 
ports the incidence of 12 accounting policies in the 
published results of over 200 of the largest UK 
companies. This analysis followed on from a 
similar study, published in-house, and written 
jointly with another leading analyst, Richard Han- 
nah (Smith and Hannah, 1991). The data for both 
analyses were collected by several different teams 
of analysts at Phillips and Drew who specialised 
in particular industry areas. The twelve creative 
accounting policies identified in the report were: 


Creative accounting policies identified in Smith 
(1992): 

1. Pre-acquisition write-down, which is the 
use of provisions to cover fair value 
adjustments in respect of acquisitions; 

2. Disposals above the line or 
deconsolidation, which is the disposal of 
fixed assets/businesses taken through the 
profit and loss account or deconsolidation 
of subsidiaries or classifying associates as 
trade investments prior to sale; 

3. Deferred consideration, which is 
consideration for an acquisition being 
contingent on the future performance of 
the acquired business (earn-outs); 

4. Mis-classification of extraordinary and 
exceptional items; 

5. Off balance-sheet financing; 

6. Contingent liabilities; 

7. Capitalisation of interest and other costs; 

8. Brand accounting; 

9. Changes in depreciation policy; 

10. The use of convertible stock with put 

options or variable rate preference stocks; 

11. Accounting for pension fund surpluses; 

12. Currency mismatching. 

The ‘Major companies accounting health check’ 
documented which companies employed which 
techniques. The degree of creativity in the ac- 
counts of each of the companies was measured on 
a zero to twelve scale by awarding a point (or 
‘blob’) for each technique. The advice to readers 
was to avoid companies with a high ‘blob score’. 
The 1991 survey (Smith and Hannah, 1991) 
reached a smaller audience since it was published 
primarily as a Phillips and Drew in-house report. 
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This version of the report was based upon a 
smaller sample of companies (186) and a slightly 
different set of accounting policies. 


Creative accounting policies identified in Smith and 
Hannah (1991): 

. Changes in provisions; 

. Extraordinary items*; 

. Off balance-sheet financing*; 

. Capitalisation of interest*; 

Significant non-trading profits; 

Brand accounting*; 

Changes in depreciation policy*; 

. Accounting for pension fund surpluses*; 
. Deferred consideration (earn-outs)*; 

10. Currency mis-matching*; 

11. Unusually low tax charges. 

(*=Accounting policy also examined in the 
1992 study). 

One of the original objectives of the Phillips and 
Drew exercise was to quantify the impact of each 
policy upon the financial statements, but this ulti- 
mately proved too difficult. The narrative expla- 
nations of accounting policies in company ac- 
counts are an expensive field of study, if only 
because a considerable degree of technical skill is 
needed in reading them. 

There can also be a degree of subjectivity in 
interpretation, which means that results derived 
from such a dataset need to be interpreted with 
some caution. In embarking on secondary data 
analysis, one must adopt the judgments and any 
flaws in the processes of the original data collec- 
tors. For example, some analysts in the team may 
be more experienced and be able to identify more 
items on the accounting health check for their 
companies. If analysts specialised by industrial sec- 
tor, this could introduce an industry effect into the 
data, which needs to be controlled for. 

Table 2 describes the most likely financial state- 
ment effect of the policies included in Smith (1992) 
and Smith and Hannah (1991). In many cases it is 
also possible for a company to employ the policy 
in the reverse way to that described in the table. 
In some circumstances, where the company views 
a loss as inevitable it may, apparently perversely, 
exaggerate the reported loss (a strategy commonly 
known as ‘taking a bath’). Following a corporate 
reorganisation or a change in senior personnel, . 
‘taking a bath’ can flatter reported performance in 
the first period of the new regime. Table 2 is com- 
piled under the assumption that such a scenario Is 
exceptional since a company indulging in this be- 
haviour could not survive in the longer term. The 
usual motivation for creative accounting is there- 
fore assumed to be the improvement of some as- 
pect of current reported performance. 

Given that the effect of each individual policy is 
so difficult to ascertain, forming a composite 
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measure of creative accounting is a problem. A 
common approach taken by researchers is to iden- 
tify which individual accounting policies are ‘in- 
come-increasing’ policies and which ‘income-de- 
creasing’, and to study the effect of each 
separately. This allows theoretical predictions 
about the expected signs of the regression coeffi- 
cients but such models typically report low explan- 
atory power. A probable reason for this approach 
is that the policy choices are being modelled as 
independent dichotomous decisions. However, 
other research findings indicate that accounting 
policy involves a strategic comprehensive decision 
among interactive policies. 

Zmijewski and Hagerman (1981) address this 
problem by the use of ‘n-chotomous’ probit ana- 
lysis with a dependent variable representing a 
choice among various ‘income strategies’ arising 
from a combination of four policy choices: depre- 
ciation policy, stock valuation, accounting for pen- 
sion costs and tax accounting. Their approach re- 
quires a ranking of the alternative strategies and 
evaluation of which are likely to increase, or 
decrease, reported earnings. Even this methodo- 
logy does not include an evaluation of the absolute 
impact of each policy. Zmijewski and Hagerman 
(1981) firstly assume that the effect of each 
strategy is equal, and secondly that two strategies 
have half the effect of the others. 

In this study, two competing hypotheses relating 
to the policy choices are tested: 


H,: The null hypothesis: accounting policy 
choice has no systematic components so that 
idiosyncratic and company specific factors 
predominate. The empirical prediction is that 
cross-sectional models cannot be used to ex- 
plain accounting policy choices. 
H,: The positive hypothesis: accounting pol- 
icy choices are economic choices determined 
by considerations of efficient contracting and 
political costs. The empirical prediction is 
that accounting policy choices will be asso- 
ciated with economic factors identified by 
theory and prior research. 

To this end, two types of analysis are presented. 
First, logit regression models for each of the 12 
individual policy decisions are constructed and, 
secondly, the decision is modeled as a portfolio 
choice. In the absence of any information that 
could be used for weighting the effects of the 12 
policies, they are each given equal prominence in 
the composite measure. This has the effect of add- 
ing together policies that are potentially income- 
increasing with those that are potentially income- 
decreasing. Although it would be possible to 
construct separate models for income-increasing 
and income-decreasing policies, this analysis has 
not been undertaken for two reasons. First, the 
difficulty and subjectivity in assessing which policy 
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belongs to which category; and second, because 
the sample size is relatively small, there is a large 
number of control variables and further analysis 
of subsamples is likely to result in insufficient de- 
grees of freedom. 

We therefore refrain from making predictions 
about the expected signs of coefficients in the mod- 
els presented in this paper. The effect of aggregat- 
ing the policy choices is that imcome-increasing 
and income-decreasing policies will act in opposite 
directions thus reducing the explanatory power of 
the model. Since the explanatory power of our 
composite model is comparable to other similar 
studies, this mixing problem has not proved to be 
severe. 


3. Literature and background 


The research programme to understand account- 
ing policy choices as economic choices is associ- 
ated most strongly with Watts and Zimmerman 
(WZ) who instituted the use of agency theory var- 
lables to explain accounting choices. These eff- 
cient contracting models have been subjected to a 
large number of empirical tests in a variety of set- 
tings; while in some cases the models are not parti- 
cularly powerful, there is sufficent consistency 
across a number of studies to justify the interest 
(see Holthausen and Leftwich, 1983 for an early 
review of the literature and WZ for later work 
[WZ, 1978, 1986, 1990]). The efficient contracting 
literature identifies a number of accounting and 
economic variables that appear to affect the choice 
of accounting policy. 


3.1. Political visibility 

Jensen and Meckling (1978) argued that certain 
pressure groups within an economy lobby for reg- 
wators and other political authorities to transfer 
wealth away from large corporations. In parti- 
cular, it was hypothesised by WZ (1978) that 
larger companies, with greater political visibility, 
are more likely to suffer costs associated with po- 
litical and/or regulatory control of the firm or in- 
dustry. The proxy usually employed in empirical 
studies for political visibility is size, represented by 
(log of) annual turnover or market value. 

Evidence in support of the relevance of these 
variables is provided by WZ (1978), Hagerman 
and Zmijewski (1979), Bowen, Noreen and Lacey 
(1981), Leftwich, Watts and Zimmerman (1981), 
Zmijewski and Hagerman (1981), Daley and Vi- 
geland (1983), Holthausen and Leftwich (1983), 
Lee and Hsieh (1985), Morris (1987), Dhaliwal 
(1988), Holthausen (1990), WZ (1990), Cushing 
and LeClere (1992). 

The regression models in this paper include four 
such variables: (the natural log of) income, (the 
natural log of) company market value, a dummy 
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variable reflecting externally regulated industries 
and a variable reflecting material acquisitions by 
the group during the period of study. Income 
(INC) and market value (CAP) proxy for size, 
complexity and the political visibility of the organ- 
isation. Datastream items 104, 809, 838 or 805 are 
used as income measures, depending on the type 
of company, and Datastream item MV is the mar- 
Ket capitalisation measure. 

In addition to the WZ argument that large com- 
panies face more costs due to political lobbying, 
these companies also have more resources in terms 
of accounting or legal expertise and engage in 
more complex and material accounting transac- 
tions. In particular, larger organisations have 
more opportunity to employ creativity in group 
accounting, consolidation, foreign exchange and 
reserve accounting. The potential for creativity in 
consolidation policy is captured by a dummy vari- 
able (SUBSID) which takes the value of one when 
a company has made material acquisitions during 
the last two periods and zero otherwise. Com- 
panies with acquisitions were identified by refer- 
ence to the Extel “Takeovers, Offers and New Is- 
sues’ reports. The monopoly power of the 
company and financial constraints placed upon it 
by regulatory bodies are reflected in a variable 
(REG) which takes the value of one where the in- 
dustry is externally regulated (water, electricity, 
telecommunications, banking and insurance) and 
zero otherwise. 


3.2. Restrictive debt covenants 

One of the most powerful parties in the con- 
tracting/monitoring arrangement with the firm is 
the provider of loan finance. The vast majority of 
loan finance in the UK is provided privately by 
banks and financial institutions, and the associated 
loan covenants are frequently couched in terms of 
accounting variables. For example, banks may re- 
quire a company to limit dividends to profit ratios 
or maintain given levels of liquidity or gearing. 
WZ (1986) suggested that the closer a company is 
to breaching a restrictive covenant, the more likely 
it is to select accounting methods that will forestall 
or prevent the breach. In the majority of cases this 
implies an incentive for income increasing policies 
to maximise reported profit and equity, thus min- 
imising capital gearing and income gearing. 

In certain cases, however, there may be an in- 
centive for income decreasing policies. For exam- 
ple, where a geared company has exceptionally 
high earnings in one year, which are not expected 
to be sustainable, the company may wish to 
smooth the effect over subsequent periods, 
especially if it has a covenant with target profit 
ratios. A similar situation may also occur with 
exceptionally low earnings when the company has 
no hope of meeting targets in the current year and 
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there may be a temptation to ‘take a bath’ in order 
to improve chances the following year. In empiri- 
cal studies the effect of restrictive debt covenants 
is usually proxied by a measure of gearing (either 
capital or income gearing). 

In a survey of UK lending institutions, Citron 
(1992) found that 61% of his sample were more 
likely to include financial ratios covenants in their 
loan agreements if the borrower was already 
highly geared. The same study also suggested that 
companies are effectively able to circumvent such 
restrictions by accounting policy choice, since 60% 
of the lending institutions reported that they 
would be unlikely to take action in the case where 
a policy change had been made to avoid a breach 
of covenant. There is also a suggestion in the Cit- 
ron study that lenders view increases in gearing 
due to acquisition differently from ‘organic dete- 
rioration in performance’, with the latter being far 
more likely to incur penalties. This finding implies 
that a study of policy choice should not necessarily 
treat all highly geared companies as a homo- 
geneous group but should partition the sample. 
Reviews of other previous studies which found 
gearing or other measures of restrictions due to 
debt covenants to be significant can be found in 
WZ (1990) and Citron (1992). 

Debt covenants are proxied in this study by two 
measures of gearing: capital gearing (CG) for the 
balance sheet, measured by the debt/equity ratio 
(Datastream items (321+309)/322), and income 
gearing (IG) for the profit and loss account (Da- 
tastream item 732), measured by total interest 
paid/ (operating profittnon-operating income). In 
line with the suggestion of Citron (1992) that debt 
covenants are likely to be less restrictive when 
gearing increases due to acquisition, variables were 
also constructed to represent the interaction be- 
tween gearing and acquisitions, but neither of 
these interaction variables proved significant in ei- 
ther of the two models. 


3.3. Businesslearnings risk 

The volatility of earnings/cash flows of the busi- 
ness is believed to affect accounting policy choice 
since more volatile companies are likely to employ 
techniques to smooth out the earnings pattern. 
Proxies employed for risk include the market or 
accounting beta (Zmijewski and Hagerman (1981); 
Lys (1984); Arnold (1994)) and the variance in his- 
toric earnings (Dhaliwal (1988); Christie (1990)). 
Dhaliwal (1988) concludes that risk, measured by 
variance in earnings, has an interactive effect with 
the size and gearing variables and that earnings 
volatility is much more significant to smaller and 
highly geared companies. 

In this paper, earnings variability (RISK) is 
measured by the coefficient of variation in earn- 
ings before interest and taxation over each of the 
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last 10 years or a shorter period if the company 
has been floated within that time. The coefficient 
of variation is the standard deviation scaled by the 
mean of earnings, which removes any size effect. 


3.4. Opportunistic behaviour by management 

Many studies postulate that the type of com- 
pensation contract held by senior management 
and/or senior finance officers can affect the choice 
of accounting policy. In the UK there is insuffi- 
cient disclosure of bonuses and the terms of com- 
pensation contracts, so researchers have tended to 
use a dummy variable reflecting the presence of 
share options (e.g. Arnold, 1994) as a proxy for 
Management compensation. 

The most extensive work performed on the ef- 
fect of management bonus schemes is that of 
Healy (1985), Gaver, Gaver and Austin (1995) and 
Holthausen, Larcker and Sloan (1995). These pa- 
pers suggest that the binary dummy variable ap- 
proach is inadequate, since the nature of the 
relationship between reported earnings and bo- 
nuses is affected by the exact contractual terms of 
the bonus scheme and is rarely linear. A review of 
the published details of management salaries 
indicated that since the companies in this sample 
are all large UK companies they virtually all have 
managerial share options, therefore a management 
compensation variable is not included in the mod- 
els detailed later. 


3.5. Industry effects 

In addition to size, a number of studies identify 
industry effects in accounting policy choices. The 
reasons offered and proxies employed vary across 
a number of studies. For example, Zmijewski and 
Hagerman (1981) employ measures of capital in- 
tensity as a proxy variable on the grounds that in 
service industries, the cost of (human) capital is 
expensed through the income statement whereas 
industries with a high proportion of physical cap- 
ital (fixed assets) will capitalise such expenditure in 
the balance sheet. The service industries therefore 
have a greater incentive to employ income increas- 
ing strategies in order that their published results 
are comparable to those of capital intensive in- 
dustries. Zmijewski and Hagerman (1981), Wong 
(1988) and Cahan (1992) also employ market con- 
centration or monopoly power as a proxy for in- 
dustry/political visibility. It is argued that firms in 
highly concentrated industries, those with a higher 
degree of monopoly power, are more likely to em- 
ploy income decreasing strategies to avoid the cen- 
sure of the Monopoly and Mergers Commission 
or other competition authorities. 

As well as market concentration and capital in- 
tensity effects, firms within a given industry will 
also employ similar accounting policies for reasons 
of competition and so that published results are in 
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line with industry standards for benchmarking 
purposes. Accounting policy choices are thus 
known to vary with industry. Other studies that 
have used an industry variable in this context in- 
clude WZ (1978), Lee and Hsieh (1985), Niehaus 
(1989), Albrecht and Richardson (1990) and Man- 
gos and Lewis (1995). In discussing the prove- 
nance of the data, we observed that engaging in 
secondary analysis of qualitative data compiled by 
a team of analysts might create the need to control 
for industry effects. 2 

The clustering of accounting policies by industry 
is regarded as essentially neutral mutations in the 
preferred portfolios of choices within industries. 
Industry dummies are included in the models to 
provide the background against which to assess 
the effect of the efficient contracting variables. 
Their inclusion, we find, also improves the model 
diagnostics and specifically reduces the specifi- 
cation problems that can arise due to omitted var- 
iables. The industry categories employed are those 
in the original company health check published in 
Accounting for Growth. 


4. The sample data and regression models 


4.1, The sample 

The sample derives from the accounting policy 
data reported by Smith (1992) for 208 of the larg- 
est UK companies. Of these companies, eight were 
excluded because their financial disclosure was 
insufficient for this analysis; four of these were 
merchant banks and four were private limited 
companies. Data were collected from Datastream 
for the set of annual accounts published by the 
companies during 1991. The earlier in-house ana- 
lysis compiled by Smith and Hannah (1991) for 
UBS Phillips and Drew provides the opportunity 
to test, to a limited extent, the stability of the 
model through time. It is not possible to replicate 
the model precisely in this earlier time period since 
the Smith and Hannah accounting policies identi- 
fied in the 1991 study differ from those in 1992. 
The Smith and Hannah accounting choices are 
tested using annual accounting information pub- 
lished in 1990. 

The results presented in this paper concentrate 
specifically upon the accounting policy choices 
identified by Smith (1992) and Smith and Hannah 
(1991) as being the main instruments of creative 
accounting. The two reported regression models 
each employ a different transformation of this vec- 
tor of policy choices as the dependent variable. 
The first model treats each policy choice as if it 
were an independent decision and models each 
with logit regression. The second model derives an 
aggregate measure of creative accounting from the 
accumulated policy choices and has been estimated 


by OLS regression, Poisson regression and nega- ` 


tive binomial regression. 
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Model I 


Separate logit regressions were run for each of the 
12 individual accounting policies. 

Univariate statistics for all relevant variables are 
reported in Table 3. The correlation matrices in 
Panel B and Panel D of Table 3 indicate that the 
data contains some significant correlation between 
variables. In both the 1991 and 1992 datasets there 
are significant positive relationships in CAP/INC 
(both size measures with correlation factors of 0.43 
in 1992 and 0.40 in 1991) and REG/RISK (cor- 
relation factors of 0.51 in 1992 and 0.48 in 1991). 
Negative relationships exist between INC/IG (a 
coefficient of — 0.36 in 1991, insignificant in 1992) 
and CG/REG (a coefficient of —0.33 in 1992, 
insignificant in 1991). 

The degree of multi-collinearity in this dataset 
is not a problem in Model J, since maximum likeli- 
hood estimation is employed and no attempt is 
made to interpret the magnitude of the resulting 
coefficients. Model H, which employs ordinary 
least squares estimation, includes the variables 
CG, CAP, REG and SUBSID. Of these, only CG 
and REG are correlated to any significant extent 
(33% in 1992 and not significant in 1991). In view 
of the above considerations, multi-collinearity is 
not considered a major problem in these analyses. 

Variables that were not significant were elimi- 
nated from the logit models and therefore the 
models of each different policy include different 
sub-sets of the variables detailed above (Tables 4 
and 5), 


Model I 
Model H is estimated by OLS, Poisson and nega- 
tive binomial regressions: 


SCORE, = «,+,CG,+8,CAP,+ B,REG+ 
p,SUBSID+ Industry +e, 


where the variables are as defined for Model I. 

All of the independent variables in Model II (ex- 
cept the dummies) are standardised by subtracting 
the sample mean and dividing by the sample stan- 
dard deviation, in order that the size of the re- 
gression coefficients can be directly compared (Ta- 
bles 6 and 7). This is a linear transformation that 
does not alter the fit of the model, but ensures that 
the regression coefficients have no unit of 
measurement. 


5. Empirical results 


The regression results are set out in Tables 4, 5, 6 
and 7. 


Model I 
In Tables 4 and 5, the chi-squared statistics for the 
fit of the logit model for each policy indicate all 
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models are highly significant and pseudo-R? values 
range from 29% to 87%. 
In all cases, the overall accuracy in the classifi- 


cation of users/non-users of the policy is greater 


than could arise by chance. However, for policy 
three in the Smith (1992) sample the prediction 
that no firms use the policy is more accurate than 
the model. The model also tends to classify non- 
users of the policies with much more accuracy than 
users and the type II error rates are high in some 
cases. 

The balance between type I and II errors de- 
pends where the cut-off is made, but that caveat 
aside, 1t appears that certain individual accounting 
policies are used with a greater frequency than the 
economic pressures measured in these models 
would indicate. These findings are consistent with 
other logit models of accounting policy choice (for 
examples see Wong, 1988; Cushing and LeClere, 
1992; Arnold, 1994). An important caveat is that 
the classification tests are conducted on the sample 
that is used for estimation. This can overstate the 
predictive ability of the models; typically, out of 
sample performance is lower. 


5.1. Relevant factors in the Smith (1992) sample 
Controlling for clustering of policies by indus- 
trial classification is relevant in all of the policy 
choices apart from policy 4 (extraordinary items). 
The gearing measures are significant to policies 4, 
5, 7, 9, 10, 11 and 12 (extraordinary items, off bal- 
ance sheet financing, changes in depreciation, com- 
plex capital instruments, pension fund accounting 
and currency mis-matching). Size is important in 
all policies except 3, 6, and 10 (deferred consider- 
ation, contingent liabilities and complex capital in- 
struments). The acquisition of subsidiaries affects 
policies 2, 3, 8 and 12 (disposals above the line, 
deferred consideration, brand accounting and cur- 
rency mis-matching) and the existence of an in- 
dustry regulator affects policies 1, 4, 6 and 12 (pre- 
acquisition write-down, extraordinary items, 
contingent liabilities and currency mis-matching). 


3 A caveat in interpreting significance for the models reported 
is the deletion of non-significant industry dummies. Originally 
32 industry categories were fitted to the data, but in any one 
model most of the coefficients on these dummies are insignifi- 
cantly different from zero. In reporting the models (including 
only significant industry categories) the goodness of fit is not 
changed, but the associated degrees of freedom increase. We 
are grateful to an anonymous reviewer for drawing our atten- 
tion to this problem, which is endemic in general to specific 
modelling. The effect on the adjusted R-squared for the models 
is included in the results tables and given by 


2 __ | = 
Reisi (-R}—— 
n—k 


Where n= 200 (the sample size) and k= 13 for parameters fit- 
ted, or k= 38 including deleted variables. 


SPRING 1999 


| Model 1 


165 


POLICY, = +B, INC,+B,SUBSID+B,REG+B,CAP,+B.1G;+B,CG;+B,SCORE,+P,RISK,+ Industry+e, 


where 
POLICY, 
INC, 
SUBSID 


The probability that the accounting policy is used by the ith company 
The (natural log of) income of company 1 
A dummy variable which takes the value of one when a company has acquired a 


subsidiary during the last two periods and zero otherwise 


otherwise 


used) 


A dummy variable which takes the value of 1 for a regulated industry and zero 


The (natural log of} market value of company i 

Income gearing, represented by the interest cover of company i 

The balance sheet debt/equity ratio of company i 

The cumulative creative accounting score of the company (number of creative policies 


The earnings volatility company i: 
measured by coefficient of variation of EBIT over the last 10 years 
Dummy variables which represent the industry classification of the companies in the 


sample 
Error term 


In the prior literature political visibility is hy- 
pothesised as being an important determinant of 
accounting policy. Here we observe that com- 
panies overseen by an industry regulator make less 
use of pre-acquisition write-downs, contingent li- 
abilities and currency mis-matching, but more use 
of extraordinary items. The earnings volatility is 
significant to policies 3, 8, 9 and 12 (deferred con- 
sideration, brand accounting, changes in depreci- 
ation and currency mis-matching). The overall cre- 
ative accounting score (number of policies used) is 
highly significant in all cases. This is consistent 
with a tendency of companies to use the policies 
together as a set (or subset) rather than separately 
selecting each policy. 


5.2. Additional evidence provided by the Smith and 
Hannah (1991) sample 

As with the Smith (1992) sample, the individual 
accounting policy models are highly significant in 
the second sample. The results overall are very 
similar and in most cases the factors predicting 
each policy are similar but not identical. For ex- 
ample, extraordinary items (policy 2 in Smith and 
Hannah, 1991 and policy 4 in Smith, 1992) is re- 
lated to INC, CAP, REG, CG and SCORE in 
1992 and SUBSID, CAP, CG and SCORE in 
1991). The sample of companies and set of policies 
analysed in 1991 is not sufficiently similar to the 
1992 analysis to draw a definite conclusion, but 
results tentatively suggest that the individual pol- 
icy choice models can be applied in time periods 
other than 1992. 





Model II 
5.3. The Smith (1992) sample 

The use of creative accounting policies identified 
by Smith (1992) can be explained by the hypoth- 
esised economic factors. The results are reported 
both with and without the industry dummies 
(Table 6). The explanatory power of the OLS 
model, adjusted R-squared, is 43.7% which is 
slightly higher than other cross-sectional models of 
this type and is due to the number of control var- 
jables used in this study. The agency theory vari- 
ables explain 20% of the policy choices with con- 
trols for industry adding another 27%. Capital 
gearing, market capitalisation, regulation, industry 
effects and acquisitions are all significant at the 5% 
level. The relative size of the coefficients shows 
that individual industry effects have the greatest 
impact upon its accounting policy choices. Once 
industry effects are accounted for, then industry 
regulation, market value, capital gearing and the 
acquisition activity of the company are the factors 
in diminishing order of importance. 

The industry variables that are significant in the 
1992 dataset are those for telecommunications, 
water, composite insurance, business services, oil 
and gas, transport and health and household. The 
last five industries have negative regression coeffi- 
cients and thus tend to use fewer creative account- 
ing policies than average. The positive coefficients 
on telecommunications and water industries need 
to be read in conjunction with the negative coeffi- 
cient on the regulation variable, since these two are 
amongst the larger group of regulated industries. 
Analysts specialising in particular industries, so 
that analyst differences add to the true industry 
effects, may amplify the strength of this associa- 
tion. Without knowledge of the internal consis- 
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Table 3 


Models I and II: Univariate descriptive statistics 


Panel A: Smith (1992) sample (before standardisation) 
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Inc SUBSID REG CAP IG CG SCORE RISK 
(In) (In) % % 
Number 200 200 200 200 200 200 200 200 
Min 0.00 0.00 0.00 11.32 0.23 0.00 0.00 0.12 
Max 17.54 1.00 1.00 17.54 538.09 90.28 9.00 2.64 
Mean 14.11 0.31 0.30 14.01 30.25 31.14 3.05 0.95 
Median 14.15 0.00 0.00 13.86 21.25 30.92 3.00 0.61 
Std dev 1.51 0.46 0.46 1.18 49.57 16.93 1.92 0.73 
Panel B: Correlation matrix for independent variables (1992 sample) 
Inc SUBSID REG CAP IG CG SCORE RISK 
INC 1.00 
SUBSID — 0.07 1.00 
REG — 0.05 — 0.07 1.00 
CAP 0.43 —0.01 0.25 1.00 
IG — 0.05 — 0.04 — 0.02 0.10 1.00 
CG — 0.02 0.15 — 0.33 — 0.03 0.14 1.00 
SCORE 0.10 0.18 — 0.37 0.04 0.06 0.29 1.00 
RISK —0.16 — 0.08 0.51 — 0.05 — 0.15 — 0.26 — 0.30 1.00 
Panel C: Smith and Hannah (1991) sample (before standardisation) 
Inc SUBSID REG CAP IG CG SCORE RISK 
(In) (In) % % 
Number 186 186 186 186 186 186 186 186 
Min 0.00 0 0 10.34 0 0 0 0.16 
Max 17:55 l 1 16.84 290.10 162.50 9.00 3.32 
Mean 13.92 0.35 0.12 13.72 28.86 35.98 2.38 0.98 
Median 14.10 0 0 13.76 23.47 34.72 2.00 0.69 
Std dev 1.63 0.48 0.32 1.16 30.07 21.54 1.58 0.79 
Panel D: Correlation matrix for independent variables (1991) sample) 
Inc SUBSID REG CAP IG CG SCORE RISK. 
INC 1.00 
SUBSID 0.04 1.00 
REG 0.04 —0.20 1.00 
CAP 0.40 — 0.07 0.26 1.00 
IG — 0.36 — 0.07 0.02 — 0.02 1.06 
CG — 0.05 0.25 — 0.25 — 0.08 — 0.49 1.00 
SCORE 0.11 0.01 0.00 0.09 0.00 0.17 1.00 
RISK —0.24 —0.13 0.48 0.01 — 0.01 — 0.16 0.06 1.00 


tency of the original data it is impossible to sepa- 
rate the two effects. 

Although the creative accounting measure em- 
ployed as the dependent variable in the regression 
model is ordinal, skewed and truncated, the OLS 
model is reasonably well specified. Even so, to test 
for robustness, maximum likelihood estimates 
32ased on a Poisson error distribution are also re- 
ported (Table 6). Parameter estimates in this re- 
zression are smaller than those for OLS, but the 


improved model F-statistic evidences the better fit 
of a Poisson error distribution for count data. All 
the variables in the OLS model are robust to the 
alternative specification and the signs on the co- 
efficients remain unchanged. The model was also 
tested for over-dispersion using negative binomial 
regression.‘ 


4 The negative binomial model embeds the Poisson as a spe- 
cial case and is appropriate when the number of counts has 
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Table 6 


Model II: Regression parameter estimates Smith (1992) sample 


Model: SCORE, = 0,+B,CG,+B,CAP,;+B,REG+8,SUBSID+Industry+e, 


In OLS model the distribution of £, is assumed to be normal. 
In Poisson regression the maximum likelihood estimates assume that e, are Poisson distributed 


Method of estimation 


SUBSID 

Composite insurance 
Telecommunications 
Business services 

Oil and Gas 
Transport 

Health and household 
Water 

Constant 
R-squared/Pseudo R-squared 
Adj. R-squared! 

Adj. R-squared? 
F-statistic/chi-sq. 
Normality test 
(Chi-sqy 
Heteroskedasticity test 
(Chi-sq.)‘ 


Notes: 


OLS: 
efficient 
contracting 
variables 
only 


[t-value] 


0.297 
**12 347] 
0.247 
***[].847] 
— 1.443 
*[— 5.138] 
0.558 
**[1.951] 


3.305 

*[18.118] 
0.201 
0.185 
0.185 

*12.298 


*Significant at 1%, **Significant at 5%, ***Significant at 10% 
1. Adj. R-squared with degrees of freedom based on number of variables in model 
2. Adj. R-squared with degrees of freeedom based on number of variables in model plus deleted 


variables (see footnote 1) 


3. Based on a test of skewness and ‘kurtosis of residuals 
4. Based on the regresion of squared residuals on squared fitted values 


OLS: 
efficient 


contracting 


variables 


and significant 


industries 
[t value] 


0.428 
*[3.518] 
0.463 
*[3.668] 
— 2.360 
*[— 10.080] 
0.459 
**[1.929] 
— 1.455 
*[—3.525] 
— 2.877 
*[— 4.764] 
2.278 
Trosa 
*[—2.881] 
— 1.422 
*[ — 2.739] 
— 1.285 
*[—2.775] 
— 1.550 
a 
*[14.855] 
3.642 
*[19.888] 
0.471 
0.437 
0.350 
13.876 
F-stat 
4.103 
[Pr=0.129] 
12.651 
[Pr=0.000] 


Poisson 


regression 


[t-value] 


0.129 
*[0.713] 
0.166 


+++ [1.624] 
-— 2.032 
*#[— 2.002] 
' — 1.148 
**[— 1.939] 
0.961 
*[3.097] 

= | 377 
**[—2.372] 
— 0.470 
***[— 1.776] 
— 0.400 
***[1.852] 
— 0.533 
**[— 2.189] 
1.365 
*[6.569] 
1.274 
*[21.996] 
0.165 


*134.317 
Chi-sq. 


— 
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Table 7 
Model II: Regression parameter estimates: Smith and Hannah (1991) sample 


Model: SCORE, = œt B CG, +B -CAP +R, REG+B,SUBSID+Industry +s; 
In OLS model the distribution of £ is assumed to be normal. 
In Poisson regression the maximum likelihood estimates assume that & are Poisson distributed 


Method of estimation OLS: OLS: Poisson 
efficient efficient regression 
contracting contracting 
variables yariables 
only and significant 
industries 
[t-value] [t value] [t-value] 
CG 0.284 0.530 0.210 
912325] *[3.817] *[4.442] 
CAP 0.140 0.306 0.152 
ewh] 202] *[2.769] *[2.878] 
REG 0.178 — 1.568 = 1.218 
****[0.468] *=5:5951 * = 2.915] 
SUBSID — 0.199 — 0.336 — 0.138 
“eee — 0.797] ****[— 1 521] ****/— 1.288] 
Engineering — 1.734 0.657 
*[3.737] *[3.365] 
Brewers -— 0.890 0.322 
3.151] **** | 268] 
Food manufacture — 0.585 0.231 
****[] 514] ****|| 208] 
Property — — 1.682 — 1.129 
*[— 5.754] zeta 3.087] 
Media — 0.555 0.242 
****[] 010] ****/] 156] 
Stores — 1.581 0.602 
*[2.963] *[3.478] 
Textiles — 0.914 0.413 
****/] 184] ****[] 479] 
Chemicals — 0.951 0.389 
***[] 795] ee TTL 528] 
Transport — 0.750 0.306 
***|1.602] RENT] 477] 
Water — 4,198 2.177 
*[13.827] *[4.846] 
Telecommunications — 2.573 1.560 
**[1.997] *[2.952] 
Constant 2.431 2.145 0.731 
*715.891] *[13.047] *[8.353] 
R-squared/Pseudo R-squared 0.036 0.384 0.117 
Adj. R-squared! 0.015 0.329 — 
Adj. R-squared? 0.015 0.269 — 
F-statistic/chi-sq. *1.696 *7.055 *19:533 
F-stat F-stat Chi-sq. 
Normality test -5.958 3.381 — 
(Chi-sq.¥ [Pr = 0.050] [0.184] 
heteroskedasticity test **4 627 #5513 — 
(Chi-sq.)* 
Notes: 


*Significant at 1%, **significant at 5%, ***Significant at 10%, ****significant at 15% 
1. Adj. R-squared with degrees of freedom based on number of variables in model 


2. Adj. R-squared with degrees of freedom based on number of variables in model plus deleted 


variables (see footnote 1) 


3. Based on a test of skewness and kurtosis of residuals 
4. Based on the regression of squared residuals on squared fitted values 
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5.4. The Smith and Hannah (1991) sample 

The regression results for 1991 are reported in 
Table 7. In this case the adjusted R-squared for 
the OLS model is 32.9%. The OLS model contain- 
ing only the efficient contracting variables is 
poorly specified and the residuals are not normal. 
This problem is alleviated by the inclusion of the 
industry dummies. The R-squared statistic for the 
model without industry dummies is only 4% and 
the regression is not significant. The R-squared for 
the model with industry dummies is 38%. The 
magnitude of the coefficients in 1991 shows indus- 
try effects to be the largest factor, followed by in- 
dustry regulation, capital gearing, acquisitions and 
market value. 

The industry variables that are significant in 
1991 are those for telecommunications, water, 
brewers, engineering, transport, chemicals, food 
manufacture, media, stores, textiles and property. 
All industries have positive regression coefficients 
except for property companies. All the coefficients 
in the Poisson regression for 1991 are smaller than 
the OLS estimates and have the same signs. The 
variables representing the acquisition of subsidia- 
ries and some industry dummies become less 
significant in this alternative specification. The 
size, gearing and industry regulation variables re- 
main very significant, but in this earlier dataset 
their effect is not revealed until industry clustering 
is controlled. 


5.5. Comparing the results of Model I and 
Model II 

The 1991 and 1992 datasets differ in a number 
of important respects. The analyses of Smith 
(1992) and Smith and Hannah (1991) employ dif- 
ferent accounting policies, use a different sample 
of companies and different industry classifications. 
Despite this, three of the efficient contracting var- 
lables, capital gearing, market capitalisation and 
industry regulation are highly significant in both 
periods and their coefficients are of the same sign. 

The industry effects in the two periods are not 
comparable since the ranges of industries in the 
two samples are different. The industry effects are 
Included both to provide the context in which the 
effect of the economic variables can be assessed 
and to reduce the specification problems arising 
from omitted variables. The variable reflecting the 
acquisition of subsidiaries is more significant in 
1992 than 1991. This may be due to the larger 
number of acquisitions in 1992 and, consequently, 
the inclusion by Smith (1992) of more policies re- 
lating to group consolidation. 


over-dispersion. For this dataset there is no over-dispersion. 
The mean of the count data is 3.05 and the variance is 3.6575. 
An LR test of negative binomial against the Poisson shows that 
a Poisson model is sufficient and therefore the negative bino- 
mial results are not reported in this paper. 
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Overall, the results from both models are con- 
sistent with H,: the positive hypothesis: accounting 
policy choices are economic choices determined by 
considerations of efficient contracting variables 
identified both by theory and prior research. In 
both Model I and Model II there is a case to be 
made for the significance of size, gearing and in- 
dustry regulation variables. 

Model I is likely to be more econometrically ro- 
bust and appropriate for individual policy 
decisions (see Stone and Rasp, 1991), but these 
models do not consider the interactive nature of 
the accounting policy decisions. In this study the 
results of both models are complementary, and we 
find that economic variables predict both the 
choices of particular individual policies and also 
of the aggregate extent of creative accounting. 
Model II enabled us to consider the policy choice 
as a strategic one rather than a series of individual 
choices but at the cost of strong assumptions 
about orthogonality and equality of weight of the 
alternatives. 


5.6. Alternative specification of the Model 

The nature of the accounting policy choice de- 
cision could also imply that changes in accounting 
policy are more relevant than the observed policies 
in force at any point in time. It is possible that the 
preparers of annual reports do not consider the 
effect of every policy in every set of accounts but 
only consider changing from the existing set when 
prompted by some economic consideration, such 
as an acquisition or re-financing. The auditing 
profession may also exert influence over the extent 
to which an organisation can change its policies in 
a given year and so the choice among policies is 
cumulative. The preference for consistency in ac- 
counting imposes an inertia in accounting policy 
choice. The present dataset is insufficient to resolve 
these conjectures, which remain an issue for fur- 
ther research. 


6. Conclusion 


A significant impediment to a study of creative ac- 
counting is the difficulty in defining the concept 
and in quantifying its effects. The approach of 
Smith (1992) in documenting the use of 12 key pol- 
icies yields an empirical taxonomy, but the overall 
concept remains elusive. A creative accounting 
variable based upon Smith’s analysis is an imper- 
fect proxy for the underlying phenomenon but its 
use achieves two things: first it is, as far as re- 
searchers are concerned, an objective dataset em- 
ploying the key policies (to the extent that they are 
observable) constituting the instruments of crea- 
tive accounting and, second, the dataset is con- 
sistent with the view of accounting policy choice 
as a strategic comprehensive decision. In practice, 


172 


management is less Hkely to consider each policy 
in isolation but to select a set whose combination 
produces the required effect. Both strategies to 
modelling the Accounting for Growth dataset have 
been used in this study. 

There appears to be little evidence to support 
Smith’s hypothesis that high levels of creative ac- 
counting are associated with corporate weakness 
and declining performance. Instead, his company 
‘health check’ can be understood in the context of 
recent advances in the economics of accounting 
policy choice. In this context, the economic 
rationale for creative accounting is that it can be 
employed to reduce the agency costs, which arise 
due to the political visibility, resources and com- 
plexity of large organisations, the effects of debt 
covenants and the perceived requirement for 
smooth earnings patterns. In contrast to naive in- 
tuition, creative accounting is not solely employed 
to disguise poor performance, but its use has sev- 
eral other economic explanations. 

If accounting policy choices are predictable 
from the economic characteristics of the organi- 
sation and from knowledge of its agency relation- 
ships, then accounting policies must have quanti- 
fiable economic benefits. Only if accounting 
choices were costless and the economic conse- 
quences minimal would their incidence be random 
or clustered in neutral mutations. Accounting reg- 
ulations that restrict natural accounting innova- 
tions must be imposing differential costs by disal- 
lowing beneficial choices by certain companies. 

A further implication of this analysis is the 
doubt it raises over the assumption employed in 
much financial research that accounting-based var- 
iables are exogenous to the economic characteris- 
tics of the organisation. In particular, we observed 
that accounting policy choices are affected by the 
presence of an industry regulator. The nature of 
the relationship between policy choice and pub- 
lished financial results is not, however, a simple 
‘good news/bad news’ signal. Accounting policy 
choice needs to be understood as a more subtle 
and complex effect deriving from the nature and 
terms of the agency relationships between the 
managers of the firm and its stakeholders. 


References 


Albrecht, W. and Richardson, F. (1990). ‘Income smoothing 
by economy sector’. Journal of Business Finance and Account- 
ing, 17 (5): 713-730. 

Arnold, A. (1994). ‘The adoption of partial deferral in the UK, 
1977-1978: evidence on an accounting choice’. Journal of 
Business Finance and Accounting, 21, 6 (September): 875-888. 

Bowen, R., Noreen, E. and Lacey, J. (1981). ‘Determinants of 
the corporate decision to capitalise interest’. Journal of Ac- 
counting and Economics, (August): 151-179.” 

Cahan, S. (1992). ‘The effect of antitrust investigations on dis- 
cretionary accruals: a refined test of the political-cost hypo- 
thesis’. The Accounting Review, 67 (1): 77-95. 


ACCOUNTING AND BUSINESS RESEARCH 


Christie, A. (1990). ‘Aggregation of test statistics: an evaluation 
of the evidence on contracting and size’. Journal of Accounting 
and Economics, 12: 15—36. 

Citron, D. (1992). ‘Financial ratio covenants in UK. bank loan 
contract and accounting policy choice’. Accounting and Busi- 
ness Research, 22, 88 (Autumn): 322-335. 

Cushing, B. and LeClere, M. (1992). ‘Evidence on the deter- 
minants of inventory accounting policy choice’. The Account- 
ing Review, 67 (2): 355-367. 

Daley, L. and Vigeland, R. (1983). ‘The effects of debt cove- 
nants and political costs on the choice of accounting methods: 
the case of accounting for R and D costs’. Journal of Account- 
ing and Economics, 5: 195-211. 

Dhaliwal, D. (1988). ‘The effect of the firm’s business risk on 
the choice of accounting methods’. Journal of Business Finance 
and Accounting. 15, 2 (Summer): 289-302. 

Gaver, J., Gaver, K. and Austin, J. (1995). ‘Additional evidence 
on bonus plans and income management’. Journal of Account- 
ing and Economics, 19: 3~28. 

Hagerman, R. and Zmijewski, M. (1979). “Some economic de- 
terminants of accounting policy choice’. Journal of Accounting 
and Economics, 1 (2): 141-161. 

Healy, P. (1985). ‘The effect of bonus schemes on accounting 
decisions’. Journal of Accounting and Economics, 7: 85-107. 
Hamilton, K. (1993). ‘The maverick analyst who went to war 
with the City and won’. The Sunday Times, Business, 14 No- 

vember, pp. 6-7. 

Holthausen, R. (1990) ‘Accounting method choice: opportun- 
istic behaviour, efficient contracting, and information per- 
spectives’. Journal of Accounting and Economics, 12 (1-3): 
207-218. | 

Holthausen, R., Larcker, D. and Sloan, R. (1995). ‘Annual bo- 
nus schemes and the manipulation of earnings’, Journal of 
Accounting and Economics, 19: 29-74. 

Holthausen, R. and Leftwich, R. (1983). ‘Economic conse- 
quences of accounting choice: implications of costly contract- 
ing and monitoring’. Journal of Accounting and Economics, 5: 
77-117. 

Jack, A. and Cohen, N. (1992). ‘Accountancy book gets mixed 
reception as sales soar’. The Financial Times, 20 August, p. 
18. 

Jensen, M. and Meckling, W. (1978). ‘Can the corporation sur- 
vive?’ Financial Analysts’ Journal, 34 (1): 31-37. 

Lee, C. and Hsieh, D. (1985). “Choice of inventory accounting 
methods: comparative analyses of alternative hypotheses’. 
Journal af Accounting Research, 23: 468-485. 

Leftwich, R., Watts, R. and Zimmerman, J. (1981). ‘Voluntary 
corporate disclosure: the case of interim reporting’. Journal of 
Accounting Research, 19 (supplement): 50-77. 

Lys, T. (1984) ‘Mandated accounting changes and debt cove- 
nants: the case of oil and gas accounting’. Journal of Account- 
ing and Economics, 6: 39-65. 

Mangos, N. and Lewis, N. (1995). ‘A socio-economic paradigm 
for analysing managers’ accounting choice of behaviour’. Ac- 
counting, Auditing and Accountability, 8 (1): 38-62. 

Morris, R. (1987). ‘Signalling agency theory and accounting 
policy choice’. Accounting and Business Research, 18, 69 (Win- 
ter): 47-56. 

Niehaus, G. (1989). ‘Ownership structure and inventory 
method choice’. The Accounting Review, 64 (2, April): 
269-284. 

Smith, T. (1992) and (1996). Accounting for growth: stripping 
the camouflage from company accounts. London: Century 
Business. 

Smith, T. and Hannah, R. (1991). Accounting for Growth, UBS 
Phillips and Drew. 

Stone, M. and Rasp, J. (1991). ‘Tradeoffs in the choice between 
logit and OLS for accounting choice studies’. The Accounting 
Review, 66 (1): 170-187. 

Tweedie, D. and Whittington, G. (1990). ‘Financial reporting: 
current problems and thei implications for systematic re- 
form’. Accounting and Business Research, 21 (81): 87-102. 


SPRING 1999 173 


Watts, R. and Zimmerman, J. (1978). “Towards a positive the- Wong, J. (1988). ‘Economic incentives for the voluntary disclo- 
ory of the determination of accounting standards’. The Ac- sure of current cost financial statements’. Journal of Account- 


counting Review, 53: 112-134. ing and Economics, 10: 151-167. 
Watts, R. and Zimmerman, J. (1986). ‘Positive accounting the- Zmijewski, M. and Hagerman, R. (1981). ‘An income strategy 
ory’. Prentice Hall. ` approach to the positive theory of accounting standard setting 


Watts, R. and Zimmerman, J. (1990). ‘Positive accounting the- choice’, Journal of Accounting and Economics, 3: 129--149. 
ory: a ten year perspective’. The Accounting Review, 65: Zimmer, I. (1986). ‘Accounting for interest by real estate de- 
131-156. velopers’. Journal of Accounting and Economics, 8: 37—51. 


Accounting and Business Research, Vol. 29, No. 2, pp. 175-176, 1999 


Book Review 


A lost accounting system and its significance for 
classical capitalism: The double account system at 
Schneider & Company in the mid-nineteenth cen- 
tury. Daijiro Fujimura. Institute of Advanced 
Studies, Hiroshima Schudo University, 1998. iix + 


69 pp. 


This monograph, written in French and English, 
has been published by the author’s university. The 
study is based on the 19th century records of 
Schneider & Co. located in the National Archives 
of France. The French edition was written ‘with 
mainly French economic historians in mind who 
are in a favourable position, in spite of their back- 
wardness in accounting history research, to appre- 
clate and review the contents’ (Preface). It was 
then translated into English because ‘the writer 
considered it absolutely necessary that the writing 
be read and reviewed by experts on accounting his- 
tory. The findings set out in it are, indeed, wholly 
contrary to their understandings’ (Preface). Much 
of the misunderstanding 1s thought to have been 
that of this reviewer. 

Daijiro Fujimura is comfortable with generalis- 
ing from the evidence of a single archive because 
he believes Schneider & Co. to be one of the most 
representative industrial enterprises in France. He 
is to be congratulated on the enormous effort that 
must have gone into the creation of this second 
manuscript on the Schneider company (the first 
appeared in the Japanese journal Keizaigaku 
Kenkyu: 59, 1993) having visited France over a 
period of many years during the summer vaca- 
tions. An attraction of that location is the author’s 
conviction that there is a ready availability of un- 
used accounting records due to a lack of serious 
investigations by French researchers. This over- 
looks the important work of a small but active 
group of French accounting historians, led by 
Yannick Lemarchand and Marc Nikitin, with their 
fifth annual conference to be held in Orléans in 
March 1999. 

The essence of the case put forward by Fujimura 
appears to be as follows: 


1. Edwards, in an article published in Abacus in 
1985, misrepresents the nature and extent of us- 
age of the double account system. This article 
argued that, on the basis of available evidence, 
the use of the double account system (which 
broadly divides what is termed here the ‘con- 
ventional balance sheet’ into two-parts—a cap- 
ital account containing long term capital re- 
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ceipts and expenditures and a general balance 
sheet listing the remaining items) by railway 
companies dates from 1838. 

2. Anglo-Saxon accounting scholars believe that 
the accounting system in use today, which Fu- 
jimura (without investigating any UK or US ar- 
chives) is convinced only appeared after 1900, 
is the only complete system. They stand accused 
of believing that accounting history is only 
about the processes of attaining the present 
system and “never imaged that before this an- 
other system was well established; a system that 
had its own peculiar, consistent logic and was 
relevant to the market economy before the su- 
premacy of oligopoly enterprises or cartels-in 
Europe’ (p. 11). Central to this observation is 
the discovery that Schneider & Co. valued 
stocks at market price and therefore recognised 
profits on the basis of production rather than 
sales. This treatment is explained on the 
grounds that they were operating as pure price- 
takers in a competitive industry. The author be- 
lieves that Anglo-Saxon accounting historians 
would discover that this practice was followed 
elsewhere if they could abandon their teleolog- 
ical vision of their discipline’s history. 


I must first put up my hands and accept that my 
1985 Abacus paper gave the impression that the 
capital account was a cash-based financial state- 
ment. This was sometimes but by no means always 
the case, and Professor Harold Edey took me gen- 
tly to task on this matter in an ABR review of a 
book of readings containing this item. The same 
error was not repeated in A History of Financial 
Accounting published m 1989, which Fujimura has 
read. However, this is a matter of minor conse- 
quence in the context of this debate. 

The fundamental flaw in Fujimura’s case is that 
the financial reporting system he is looking at is 
not the double account system. It is a system of 
head office and branch accounting, with the head 
office of Schneider & Co. located in Paris (Paris 
House) and the works established at Le Creusot in 
south-east France, near Beaune. In common with 
the double account system, therefore, Schneider & 
Co.’s record keeping system enables the prepara- 
tion of two financial statements that can be com- 
bined to produce what would today be regarded 
as the conventional balance sheet, but there the 
similarity ends. The double account system was 
designed by railway companies to inform external 
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users about the application of funds invested. 
Schneider & Co., a limited partnership (comman- 
dite par actions), although benefiting from finance 
provided by the sleeping partners Seiliëre (a 
banker) and Boigues (an industrialist), represented 
an ownership structure quite different from rail- 
way companies. The key requirement of Schneider 
& Co., therefore, was an accounting system ca- 
pable of tracking resources invested in a works lo- 
cated 320 km south of Paris and enabling the 
relationship between these two entities to be 
reflected in financial reports. 

It is difficult to see how the author could have 
made this basic error, particularly because he 
draws attention to the fact (p. 30) that, as early as 
the end of 1852-53, a conventional balance sheet 
was prepared for the company as a whole by com- 
bining the component parts. A possible explana- 
tion for the error is that Schneider & Co. did adopt 
certain accounting procedures similar to those 
commonly used by companies employing the 
double account system of financial reporting, 
namely closure of the capital account and the use 
of replacement cost accounting. But as many An- 
glo-Saxon authors have demonstrated, these ac- 
counting procedures have been used by many Brit- 
ish companies which presented a conventional, 
rather than a double account, balance sheet in 
their financial report. 

The discovery that Schneider & Co valued 
stocks at market prices, thereby sometimes 


including unrealised profits in the accounts, is in- 


teresting and would certainly appeal to committed 
exit pricers such as Professor Ray Chambers. The 
conclusion—Fujimura believes that “the challenge 
is one of abstracting a common logic from such a 
particular case’ (p. 12)—that a careful examination 
of accounting records, as opposed to a perceived 
preoccupation with accounting reports prior to the 
turn of the century, would reveal the use of such 
procedures by British companies is far-fetched. 
The author appears to rely mainly on Johnson and 
Kaplan for support. References made to the fact 
that Johnson and Kaplan believed that American 
companies, in the 19th century, valued inventories 
at ‘approximated current replacement costs’ and at 
‘approximations of market price’ are, respectively, 
unpersuasive in terms of the case presented and 
disingenuous in terms of content. The policy of 
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valuing stocks at replacement cost would ensure 
provision for unrealised losses and might, alterna- 
tively, result in an element of unrealised profit rec- 
ognition but rarely, and only by coincidence, to 
the degree anticipated by the author. Johnson and 
Kaplan’s reference to the use of market prices is 
confined to the textile industry and a footnote. 

Whatever the practices in the US, however, they 
are not a necessary signal to UK practice. For 
Britain, Fujimura relies for support on works cited 
in footnote 20 including those of the present 
writer. These writings have drawn attention to the 
use of transfer prices which are sometimes thought 
to approximate market price to track the move- 
ment of goods between processes in order to gen- 
erate data that could be used for performance as- 
sessment and resource allocation decisions. 
Contrary to Fujimura’s understanding, I have 
examined the accounting records of numerous 
concerns, admittedly mainly in the iron, coal and 
steel industries, and have yet to find a single 
significant case where finished stock was valued by 
a price taker at market price. Even were this the 
case, of course, it provides no evidence whatsoever 
to support the idea that the company was using 
the double account system. 

Finally, Fujimura’s insistence that Anglo-Saxon 
accounting historians will find that companies 
used the double account system prior to 1900 if 
they took the trouble to examine accounting re- 
cords, is entirely without foundation. Firstly, large 
numbers of pre-1900 records have been the subject 
of investigation by Anglo-Saxon accounting his- 
torians; far more so than post-1900 records. Sec- 
ondly, the double account system as defined by 
Anglo-Saxon writers is a framework of financial 
reporting; an examination of the underlying re- 
cords would tell them how the figures were arrived 
at but add nothing in helping them to decide 
whether the double account system was in use. Fu- 
jimura may have made some important discover- 
jes—the measurement of profit on the basis of pro- 
duction rather than sales is intriguing. It may also 
be the case that he has discovered a unique system 
of record keeping but, if so, the double account 
system is not the appropriate label to describe it. 


Cardiff Business School J. R. Edwards 
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